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PART V 
SHAPING UP THE ENTERPRISE 



CHAPTER XIX 

EXPERIMENTAL WORK AND MODEL-MAKING 

Utility of Experimental Work 

The practicability of an untried invention may in some cases 
be determined from existing mechanisms, or when the device is 
very simple, from the general principles upon which it is to 
operate. Usually, however, a model or an experimental construc- 
tion of some kind will be found necessary. Nothing else is so 
satisfactory, for nothing else wiU show so clearly both the faults 
and the excellencies of the construction as designed. It gives a 
demonstration under the nearest approach to working conditions 
that can then be had — a demonstration that usually shows with 
clearness any serious defects of principle or construction, and 
settles with considerable finality the workability of the mechani- 
cal elements involved. 

On occasion it is the only way such questions can be settled 
for even experts will differ as to the operation of a proposed me- 
chanism. The writer recalls a case where an inventor and his 
machinist, engaged in the construction of a model, were at direct 
variance as to the practicability of a simple though important 
element of the mechanism. The inventor stoutly asserted that 
it would work as intended; the machinist, a man of considerable 
experience in model-making, as stoutly declared that it would 
not and could not work — that it was contrary to the laws of me- 
chanics. The inventor nevertheless insisted that the machinist 
proceed with the construction. This the latter did grudgingly, 
and the device worked, compelling him to readjust his conception 
of the laws of mechanics. The practicability of the inventor's 
ideas could not weU have been proven without the conclusive 
demonstration of the model. 

231 
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Experimental Work and Patent Applications 

At just what stage in the development of an invention experi- 
mental work should be done depends upon conditions. Simple 
inventions are sometimes worked out at once in model form. 
The more complex invenfions are usually first given concrete 
expression in the form of designs, followed by more or less com- 
plete working models. When this is the case it is a question as to 
whether the patent application shall precede the model or be 
held until the workability of the invention has been more fully 
demonstrated. 

When the matter is one of importance a preliminary search 
of the patent records wiU usually be made while the invention is 
still in the design state, to determine, as far as may be, its patent- 
ability. If the results of this search are satisfactory the patent 
application is filed at once and experimental work is begun or, if 
it is already in progress, is continued, additional patent appHca- 
tions being made from time to time to cover any new features 
developed by the experimental construction. 

In the case of the "occasional" inventor who is unaware of 
the danger of delay, inventions are frequently worked out in 
model form before patents are applied for, this, perhaps, because 
he does not wish to reveal his conception until the last moment, 
or because he wants it in the best possible shape before he applies 
for patent, or because he does not realize the risk of waiting. 
Those better versed in patent matters take no such chances. 
Patents are never secure untU actually granted, and any delay 
in application may enable an infringing device to slip in and 
secure the technical advantage of prior application and patent. 

Occasionally an invention in its first form is so nebulous, so 
incomplete, or so novel that a further "working out" is necessary 
or desirable before it is patented. In such case the first ideas are 
protected by means of signed and witnessed statements, as ex- 
plained in a preceding chapter, •■ and the inventor then proceeds 

' Chapter XVI, "Patents." 
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at his leisure to perfect his design. This procedure has the ad- 
vantage of allowing the original patent application to cover the 
mechanism with its features in a fairly advanced stage, or as 
finally determined, instead of merely covering the first crude and 
imperfect designs, necessitating additional patents to cover the 
mechanism in its perfected form. 

Cost of Experimental Work 

When experimental work is undertaken it is seldom com- 
pleted on the lines first laid down, and is not often completed 
within the estimated cost. Almost invariably some defect or 
omission is discovered, or an improvement occurs to the inventor 
or to the machinist, or some change in the general design is found 
advisable. Even if the model is built on the lines first laid down, 
the workmen usually take more time than was expected, or a 
higher grade of workmanship is required, or more expensive 
material must be used, or items come in that were not at first 
anticipated. 

Not infrequently the demonstrations of model work result in 
the total recasting of the original device. Occasionally, the nature 
of the invention itself is changed, as in a somewhat remarkable 
case known to the author, where an inventor, having secured the 
financial backing of friends, began the perfecting of designs for a 
smoke consumer of superior type. After the expenditure of some 
time, thought, and money, the smoke consumer, by a not en- 
tirely unnatural process of evolution, became an improved furnace 
feed. From this advanced position, by a singular metamorphosis 
that has never been satisfactorily explained, the erstwhile smoke 
consumer emerged triumphantly from the debris of inventions 
and experiments as a very effective gas stove. This was patented, 
manufactured, and put on the market to the fiaiancial advantage 
of all those immediately concerned. 

Because of all these possibilities of change and the happening 
of the unexpected, the construction cost of models and experi- 
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mental work has an alarming tendency to soar far beyond the 
estimates and the desires of the interested parties. For instance, 
in a recent experimental construction the whole cost of a small 
model was estimated by the machinist at between $ioo and $200. 
Work was started on this basis, the most uncertain element of the 
device being taken first. Before this one feature was worked out 
the expenditures ran up to $125 and the main portion of the 
machine had not been touched. At that same time the estimated 
cost of the remaining work— revised in the light of the experience 
already gained — called for $500 more. There were no material 
changes in the design, nor were there any improper charges. The 
unexpected cost was caused almost entirely by the greater difi&- 
culties and the much more detailed work found necessary in 
actual construction. 

In the demonstration or working out of any complex me- 
chanism, provision is always made for large expenditures in ex- 
perimental work. If a new typewriter is to be brought out, an 
allowance, according to the complexity of the machine, of from 
$25,000 to $100,000 for experimental work and the construction 
of the tools for the manufacture of its parts, is considered neces- 
sary. One of the simpler t5^ewriters could doubtless be worked 
out at a much less cost, but it may be safely stated that no one of 
the standard typewriters has cost less than the larger amount 
mentioned for experimental work and for tools for the manufac- 
ture of its parts before it reached the commercial stage. Most 
of them have cost very much more. 

The estimated cost for working out a typesetting machine 
runs even higher. Experts in this line state that almost any new 
design of typesetting machine will require the expenditure of 
from$ioo,ooo to$i,ooo,ooo ormore, before it is reasonably perfect. 
The experimental work on the Paige machine, discussed below, 
is said to have absorbed nearly $2,000,000 before the machine 
was abandoned. 

On the other hand, models of small or simple mechanisms, or 
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perhaps parts of these mechanisms, are frequently made at an 
expense of a few dollars. In many cases the inventor himself is 
able to construct the working model, thus avoiding most of the 
expense of experimental work. Occasionally a device is so simple 
and so obvious as to require no model work of any kind. 

Paige Typesetting Machine 

This tendency of a mechanism in the making to pile up in. 
ordinate costs is strikingly exemplified by Mark Twain's ex- 
perience with the Paige typesetting machine, already referred to 
in a previous chapter. ^ As told by Mark Twain himself : ^ 

Ten or eleven years ago Dwight Buell, a jeweler, called at our 
house and was shown up to the billiard room — ^which was my study; 
and the game got more study than the other sciences. He wanted 
me to take some stock in a type-setting machine. He said it was at 
the Colts Arms factory and was about finished. I took $2,000 of the 
stock. I was always taking Uttle chances like that, and almost always 
losing by it, too. 

Some time afterward, I was invited to go down to the factory and 
see the machine. I went, promising myself nothing, for I knew all 
about type-setting by practical experience, and held the settled and 
sohdified opinion that a successful tjqje-setting machine was an im- 
possibihty, for the reason that a machine cannot be made to think, and 
the thing that sets movable t3T)e must think or retire defeated. So the 
performance I witnessed did most thoroughly amaze me. Here was a 
machine that was really setting type, and doing it with swiftness and 
accuracy, too. Moreover, it was distributing its case at the same 
time. The distribution was automatic ; the machine fed itself from a 
galley of dead matter and without human help or suggestion, for it 
began work of its own accord when the tjfpe channels needed filling, 
and stopped of its own accord when they were fuU enough. The 
machine was almost a complete compositor; it lacked but one feature 
— it did not "justify" the lines. This was done by hand. 

I saw the operator set at the rate of 3,000 ems an hour, which, 
counting distribution, was but little short of four casemen's work. 



2 Chapter XII, "Investigation of Speculative Enterprises.*' 
. 3 Quotations from Mark Twain's Biography by Albert Bigelow Paine, pages 903-91S, 
by permission of Harper Brothers. 
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William Hammersley was there. He said he was already a consider- 
able owner, and was going to take as much more of the stock as he 
could afford. Therefore, I set down my name for an additional 
$3,000. It is here that the music begins. 

It is to be noted that when Mark Twain put in his first $2,000, 
the machine was "about finished." All that it required was a 
justifier. Five years later Paige was still engaged in adding 
attachments to the machine and, as an incident of the work, 
depleting the purses of his backers. 

Up to the time "that the music begins" Mark Twain had 
invested but $5,000 in the new typesetter. Paige was, however, 
having trouble in securing further funds for his work on the 
machine, and Mark Twain was now approached with an offer of 
a half-interest if he would put up $30,000 more — an amount that 
Paige thought would surely complete the machine. Mark Twain 
agreed to put up this money and the work went on. At this time 
so promising did the machine appear that the backers of the 
Mergenthaler Linotype — then in course of development — offered 
to exchange a half-interest in their machine for a half-interest 
in the Paige. But the Paige machine looked too good and Mark 
Twain declined to enter into any entanghng alliances. 

The $30,000 lasted about a year and the machine was still 
incomplete. Paige, however, said that with $10,000 more he 
could not only finish the machine but give a public exhibition of it 
in New York City. Mark Twain advanced the money and Paige, 
discarding the machine upon which he had been working, started 
"building a new one from the ground up — a machine of twenty- 
thousand minutely exact parts, each of which must be made by 
expert workmanship after elaborate drawings and patterns even 
more expensive." The $10,000 was soon exhausted, but not so 
the demand for money, which continued at the rate of $3,000 to 
$4,000 a month until Mark Twain had $80,000 invested — with 
the machine still unfinished. 

"In January, 1888, Paige promised that the machine would 



EXPERIMENTAL WORK AND MODEL-MAKING 237 

be done by the ist of April; on the ist of April, he promised it for 
September, but in October he acknowledged that there was still 
85 days' work to be done on it." But the $3,000 and more a 
month continued through another year, and it was not imtil Janu- 
ary 5, 1889, there came what seemed the end — the machine and 
the justifier were completed. On January 7, 1889, Mark Twain 
wrote: "The machine is finished! An hour and forty minutes 
ago a line of movable type was spaced and justified by machinery 
for the first time in the history of the world. And I was there to 
see." 

But something else was not quite as it should be and "the 
steady expense went on through another year, apparently in- 
creasing instead of diminishing," until in the early part of 1891, 
Mark Twain, unable to raise another dollar, turned from the field 
of mechanical invention to the — for him — far more certain and 
profitable one of literary creation. His personal investment in 
the typesetter was in the neighborhood of $190,000. The total 
expenditures on it were said to be nearly $2,000,000. The only 
results from, this enormous expenditure — outside the financial 
wrecks it left on the way — were two of the "finished machines" 
which are still in existence and may be seen, one at Colimibia, 
and the other at Cornell. 

Dishonest Machinists 

There was no suspicion of duplicity in the excessive costs of 
the Paige machine. Sometimes, however, the unexpected costs 
of experimental work are due to deception. An unscrupulous 
machinist, with full knowledge of the fact, wiU give an original 
estimate entirely insufficient for the proposed mechanism. He 
does this for the purpose of making a first attractive figure that 
will secure the work, feeling sure that if the inventor once begins 
he will not give up even though the cost should run far beyond 
the estimate. The practice is to be guarded against. It not only 
savors of dishonesty and is in itself a good reason for avoiding the 
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particular machinist, but when funds for experimental work are 
limited its operation is apt to be disastrous. 

In much the same class, so far as results are concerned, is the 
incompetent machinist — ^perfectly willing to imdertake experi- 
mental work, but incapable of carrying it to operative perfection. 
Usually such men are qualified to perform the actual mechanical 
work involved, but they lack the skill, the insight, and the creative 
imagination requisite for successful experimental work. Lacking 
this they fail, unless they are working under a close and expert 
supervision that the average inventor cannot give. The general 
result is disaster. Time and money are frittered away and noth- 
ing is accomplished. 

Very occasionally an insidious form of dishonesty is encoun- 
tered when a machinist, for purposes of his own, will " queer " a 
proposed mechanism in the making. It has happened that 
machinists have been subsidized for the express piurpose of de- 
la)dng, "side-tracking," or otherwise destroying competition. 
In one case known to the writer, the machinist — as appeared 
later — was developing a similar device of his own and successfully 
discouraged his competitor by delays, bungling work, and ex- 
cessive costs. But such practices are rarely encountered. Stupid- 
ity or inability on the part of machinists is a much more present 
danger than that of treachery. 

Charges for Experimental Work 

The usual cost arrangement for experimental work and model- 
making is an hourly charge for the machinist's time and an 
agreed charge for the material used. The time charges range 
from $1.50 to $1.75 an hour, or even higher, according to the 
conditions and the skill of the machinist. Five dollars an hour or 
more may be paid for the time of an expert capable of developing 
an inventor's first crude conceptions. Materials are supposedly 
paid for at cost, or cost plus 10 per cent. 

This plan usually works well. Occasionally machinists are 
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found who take advantage of the situation and charge up time, 
material, and incidental expenses improperly. It is very difficult, 
if not impossible, to dispute such charges successfully, and the 
only satisfactory course is to transfer the work to a more reliable 
machinist. Before this is done, however, and before any sus- 
picions are seriously entertained, a careful investigation of the 
particular matter should be made. As already intimated, charges 
which are entirely proper have a way of mounting up that is 
surprising to those not familiar with the uncertainties and vexa- 
tions of experimental work. Usually when fraud is charged in 
matters of this kind, the unexpected cost is merely an incident 
of the work which would have been anticipated by one conver- 
sant with model-making. 

Experimental Work by Contract 

To avoid this uncertainty as to cost, experimental work is 
sometimes, though rarely, undertaken by the machinist at a 
fixed contract price. The plan is but seldom satisfactory. Such 
a contract cannot well cover changes in the original design, or 
guarantee the successful operation of the mechanism, or call for 
anything further than the construction of the machine in exact 
accord with the original designs as submitted to the machinist. 
If modifications are necessary, if new ideas are brought in, or 
materials are changed — and some or all of these things will surely 
come to pass — it is at the expense of the party for whom the work 
is being done, and this opens a wide door for excessive cost, dis- 
satisfaction, and disagreement. Also, on a fixed-cost basis the 
machinist must, as a matter of ordinary prudence, charge a suffi- 
cient margin over his estimates to cover all the cost-increasing 
possibilities of the original design, and as he is fully aware of 
the uncertainties of experimental work, this allowance will 
usually be far beyond the actual cost — so much so that there 
is a material saving in having the work done on the usual time 
arrangement. 
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Experimental Work When Funds Are Limited 

When experimental work is to be undertaken with limited 
funds, it is wise to select a trustworthy machinist, lay the whole 
matter before him, and take his advice as to the best course to 
pursue. Frequently it is possible, by a construction of a few of 
the less familiar or more essential features of the device, to prove 
the principles involved. This gives all the advantages of a prac- 
tical demonstration with but a fraction of the expense incurred in 
the construction of a complete machine. 

The machinist, if a man of experience, may also be able to give 
an intelligent and valuable opinion as to the originality and work- 
ability of the mechanism itself, as to points which may be in con- 
flict with existing mechanisms, and as to the methods by which 
such conflicts may be avoided. As a matter of course he will 
suggest any economies in the way of material and construction. 

The more capable machinists wiU go stLU further, taking the 
crude idea — frequently impracticable in its original conception — 
and working it out to the operating point. In some cases inven- 
tions are much more the creation of the machinist's brain than 
the result of the inventor's ingenuity. Nevertheless the finished 
mechanism is in every patentable part the property of the so- 
called inventor and may be patented by him. In such cases the 
name of the machinist is frequently, as a precautionary measure, 
joined with that of the owner of the mechanism in the patent 
papers. 

Selection of a Machioist 

Few inventors realize the importance of really capable assist- 
ance in developing their inventions. Not infrequently it makes 
all the difference between the mechanical success or failure of the 
invention. As has been suggested, the really expert machinists 
are frequently better inventors than the inventor himself and 
fully able to supplement and carry on to the operative condition 
what the inventor has begun. 
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This difference between good work and indifferent work is so 
great when experimental construction is under way that no pains 
should be spared to select a competent machinist — who is best 
judged by the work he has done. References to parties by whom 
he has been employed, inspection of work he has done, a discus- 
sion of the work in prospect — all should be helpful in " sizing up " 
the machinist. If, after an investigation has been made, doubt 
still exists as to his ability, a first trial on some minor part of the 
mechanism might be wise. 

As a rule the smaller machine-shops, if their faciUties are at 
all adequate, are to be preferred for experimental work. The 
larger shops may be much better equipped, but any particular 
job is not likely to receive the same supervision and individual 
attention from the skilled machinists of the establishments as 
in the smaller shops, and waste of time and material is more likely 
to occur. Exceptions are, however, to be found where both better 
attention and more economical work are secured in the larger 
establishments. 

Scale of Experimental Work 

As a general rule, experimental work and model-making 
should be on the smallest scale that will satisfactorily demon- 
strate the mechanism. It must, however, always be borne in 
mind that the operation of a small machine may be no true in- 
dication of the operation of a similar machine of larger size, and 
the small model may therefore be misleading. Roughnesses or 
imcertainties of operation that seem of little importance in a small 
machine may become fatal defects in a larger one, and features 
that scarcely enter into the consideration of the small machine 
may become so essential in the operation of the larger machine as 
to destroy its practical utility. For these reasons, construction 
in some cases should be on an operating scale from the first. In 
other cases the model will be on an operating scale because of the 
nature of the mechanism. Thus the model of an improved type- 
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writer — whether of the whole machine or merely of the parts in 
which improvements are made — would, as a matter of course, be 
of full working size, and so with any other mechanism of small or 
moderate size. 

While all this is true, the general rule still holds that in de- 
veloping or investigating a mechanical invention the first con- 
struction should be the smallest and cheapest that will give a real 
test of the mechanism and the principles involved. As stated 
before, it is almost inevitable that the new device will require 
many changes of the first design, and will show many possibiHties 
of improvement before its working form is achieved, and most of 
these may be secured by the construction and operation of small 
models. Then after the principles and operations of the new 
device have been demonstrated and the best construction has 
been determined, the first models may be "scrapped" and an 
operating machine built with the fair assurance that it will really 
operate, and operate about as intended. 

Extravagance in Experimental Work 

The rule that a first construction should be on the smallest 
scale that will satisfactorily demonstrate the principles involved, 
is one frequently violated. Inventors are prone to overconfidence, 
and are often so sure of the operations of their imtried inventions 
that they insist on full-sized models. Sometimes this may be 
wise, but in most cases it is reckless extravagance. 

Some years ago an improvement in printing presses was de- 
signed whereby the whole character of the present press was to 
be changed. The plan looked plausible. Hand tests showed 
excellent results. To prove the correctness of the principle, the 
inventor's financial backers suggested a small working model 
costing a few hundred dollars. The inventor, however, insisted 
that the principle had been proved by the hand tests and that a 
full-sized cylinder press should be purchased and rebuilt in ac- 
cordance with the new design. The press was bought, the upper 
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works removed, the bed planed down, new attachments con- 
structed and put in place, and the machine was ready, as it was 
supposed, for operation. The result was an absolute failure at 
a total cost of some $2,000. Not only was this expense incurred 
unnecessarily, but the interested parties became discouraged and 
the very promising invention was dropped. 

Edison's Experimental Work 

Another instance that perhaps illustrates this point is found 
in the little town of Edison named after the noted inventor, 
which for many years played the role of the deserted village in a 
remote spot in New Jersey. Here under Edison's direct super- 
vision an enormous and costly plant was erected for the magnetic 
separation of the low-grade iron ores found in unlimited quantity 
in the neighborhood. The process devised by Edison himself was 
an untried one and involved a number of novel features, requiring 
the construction of new and — as worked out at Edison — enor- 
mously expensive machinery. 

The scale of the whole undertaking was magnificent. "In- 
deed, " as stated in a contemporary life of Edison,'' " his compara- 
tively unknown enterprise of separating magnetically and putting 
into commercial form low-grade iron ore as carried on at Edison, 
New Jersey, proved to be the most colossal experiment he has 
ever made." A town of over fifty houses for the accommodation 
of the workmen was erected in the neighborhood of the works. 
A connecting railroad with a neat station and freight house was 
built. An electric light plant and water works were installed to 
supply the works and the town. A post-ofl&ce, stores, a school- 
house, and churches were erected. The works themselves were 
among the largest in the country, covering many acres of ground 
and containing some of the most ponderous machinery that up to 
that time had ever been constructed. 



4 Quotations from "Edison : His Life and Inventions, " by Dyer and Martin. 



244 SHAPING UP THE ENTERPRISE 

The method of handling the ore gives some idea of the magni- 
tude of the operations. 

The blast would dislodge thirty to thirty-five thousand tons of 
rock, which was scooped up by great steam shovels and loaded on to 
skips carried by a line of cars on a narrow gauge railroad running to 
and from the crushing mill . Here the material was automatically 
delivered to the giant rolls. The problem included handling and 
crushing the " run of the mine " without selection. The steam-shovel 
did not discriminate, but picked up handily single pieces weighing 
five or six tons and loaded them on the skips with quantities of smaller 
lumps. When the skips arrived at the giant rolls, their contents were 
dumped automatically into a superimposed hopper. The giant rolls 
were well named, for with ear-spUtting noise they broke up in a few 
seconds the great pieces of rock tossed in from the skips. 

The conduct of the whole undertaking was on the same gigan- 
tic scale. Everything necessary, or supposed to be necessary, was 
installed without regard to expense. But the tmdertaking could 
not be brought to a commercial success and the works were closed. 
The place is now dismantled. The costly machinery has been 
sold, the inmiense buildings have been torn down or have gone to 
ruin, most of the houses have been removed, the mine is a vast 
pit of water, and a general air of rust and failure pervades the 
entire country side. 

It may be said that in this case those who participated in the 
imdertaking claim that the process was a success and that the 
failure was caused by the opening up of the immense iron deposits 
of the Minnesota lake region. Be this as it may, the fact remains 
that five years of time and over two million dollars were expended 
without visible results save vast and rapidly wasting ruins. 
Possibly Edison's own comment on the money expended throws 
some light on the matter, "Well, it's all gone, but we have had a 
hell of a good time spending it." In justice to Mr. Edison it must 
be said that he himself "paid the piper." He was not enjoying 
himself at other people's expense. 
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The Liberty Motor 

Perhaps the development of the Liberty Motor affords the 
most striking instance of experimental work on a magnificent 
scale. The basis of the Liberty Motor was an unperfected aero- 
plane engine begun by one of the prominent automobile concerns, 
and acquired by the government shortly after this country 
entered the war. Steps were at once taken to bring it to opera- 
tive Condition. Eminent engineers from all parts of the country 
were called into consultation. The motor, as it stood, was 
studied, plans for its development were made, and these plans 
were carried out on a scale and with a disregard of expenditures 
never before equaled in experimental work. 

These expenditures, though running far up in the millions, 
were doubtless justified by the exigencies of the situation — or 
would have been if they had produced speedy results. There 
was, however, a distressing failure in this direction. Time after 
time the Liberty Motor was announced as perfected, but time 
after time defects developed, or inefiiciencies manifested them- 
selves that sent the motor back to the shop, and the war was 
almost over before the Liberty Motor was really available in the 
field of battle; in fact it never was available in quantity prior to 
the armistice. 

The delay and excessive expenditures in producing aeroplanes 
for army use seem to have been due largely to overconfidence and 
perhaps overhaste. Designs were assumed to be workable and 
quantity contracts were let before their practicability had been 
fully proved. The proprietor of a large machine-shop near Pitts- 
burgh received a summons to Washington. He was shown a 
rough crank shaft designed for use in one of the army aeroplane 
motors and offered a contract to machine one thousand "as per 
specifications." The machinist, experienced in such matters, 
declared at once that the shaft was not practicable. He was told 
that the design had been O K'd by some of the foremost en- 
gineers in the country. He replied that he did not care who K'd 
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the design, it was not workable and, while he would take the 
contract, he would tell them in advance that the crank would not 
do what they expected. 

The contract was closed; the rough finished shafts were sent 
to the manufacturer and the machining began according to speci- 
fications. The first hundred shafts went forward as soon as 
completed. A few days later a telegram was received canceling 
the whole order. The shaft would not stand up under the work. 

The same thing seems to have occurred time and time again. 
Designs were K'd, contracts let, defects discovered, the designs 
scrapped, and a fresh start made. The result was an expenditure 
of enormous amounts of money before one really satisfactory and 
effective aeroplane motor was in operation. A great deal must be 
excused in work done under the pressure of war conditions. It 
does seem, however, that more intelligent experimental work 
would have saved money and, of far greater value, time, for here 
the price of time was measured in human life. 



CHAPTER XX 

EXPERT ASSISTANCE— TECHNICAL 

Place of the Expert 

The originator or promoter of a new undertaking supplies the 
vision, the optimism, and the imagination without which no new 
enterprise would ever be undertaken — without which no de- 
cadent enterprise would ever be infused with the breath of new 
life'. Vision, optimism, and imagination, however, are not all 
that is required. They have their place — they are in fact essen- 
tial — but not in themselves sufficient, nor are they safe guides. 
Too much rose color obscures the landscape; castles in Spain are 
bad investments for American dollars, and even foreign exchange 
is to be looked on with suspicion when it promises "50 per cent 
profit in ninety days." When money is required, cold, hard facts 
must furnish the basis for judgment, and these cold, hard facts 
must usually be secured by a more or less exhaustive expert 
investigation. 

Whenever the basic offering — ^be it an enterprise or securities 
based upon an enterprise — is complex, technical, or involving 
large values, a thoroughgoing expert examination is undertaken 
as a matter of course. 

Thus a well-known financial house in determining the desir- 
ability of securities offered to it for sale requires first a preliminary 
investigation in its own ofi&ce of the submitted facts. This is so 
careful and critical that the large proportion of all financing pro- 
posals submitted never get beyond this first examination. If the 
offering does pass this preliminary examination the affairs of the 
company issuing the securities are then subjected to a searching 
investigation. "Ordinarily an experienced engineering firm 
examines into the value, condition, and future prospects of the 

247 
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concern; a firm of accountants looks painstakingly into the 
accounts, operating costs, etc.; a firm of lawyers is engaged to 
look into all the legal details, and finally, all these reports are 
again gone over in our own office. These investigations often 
occupy months of time and are voluminous and detailed. " ' 

In the investigation of enterprises, the services of three classes 
of experts are utilized: 

1. Technical experts 

2. Accountants 

3. Attorneys 

The present chapter considers the work of the technical ex- 
pert; the work of the accountant and attorney is discussed in 
succeeding chapters. 

The Technical Expert 

The term " technical expert " covers a number of callings, such 
as the mining, mechanical, electrical, or civil engineer, the metal- 
lurgical or analytical chemist, the geologist, or the member of 
any other technical trade or profession. Their expert knowledge 
enables them properly to determine, analyze, and appraise exist- 
ing facts and conditions. On the information so obtained fair 
judgments may usually be based as to present values and future 
possibilities. 

For instance, when a new oil territory is under investigation 
the geologist, trained in this work, studies the immediate struc- 
ture and the general geological conditions, compares these with 
the conditions existing in producing fields, and from this deter- 
mines the probability of oil being found in the district under in- 
vestigation. If he decides that oil is likely to be found there, a 
closer study of the field is made and the most promising land 
selected. On this selected land the geologist indicates the most 
likely locations for wells, estimates the depth to which they must 

'For a general consideration of investigations, see Part III "Investigation of an 
Enterprise." 
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be sunk, and will even predict the flow or output that may be 
expected. 

These "oil geologists" receive for their services from $50 to 
$200 a day, or even more, according to their standing and the 
demand for their services. As a matter of fact, their decisions 
are very far from infallible — frequently but little more than a 
summing up of the probabilities — but when we consider the fact 
that the ordinary well of from 2,500 to 3,000 feet in depth costs 
completed from $40,000 to $60,000, and more on occasion, and 
that at least $20,000, and probably much more, must be sunk 
before the hoped-for oil-bearing sand is struck — before the 
success or failure of the well can be known — the price paid the 
geologist does not seem excessive. Oil geologists are employed 
as a matter of course by all the larger oil companies engaged in 
development work and a well is never put down in new territory 
by these companies without the geologists' preUminary survey 
and decision as to its location. 

An Oklahoma paper commenting on the practical value of the 
oil geologist's work, says: 

Somewhere between 60 per cent and 75 per cent of the wild-cat 
wells which have been located by the geologists are successes and 
produce either oil or gas. That is to say, the difference between the 
old-fashioned method of wild-catting, where a company got a body 
of leases and drilled a well "hit or miss," and the modern scientific 
method, where the well is located as a result of careful geological in- 
vestigation, is the difference between 10 per cent and 65 per cent of 
paying wells. 

Practical Value of Expert Assistance 

The following quotation'' gives a very forceful illustration of 
the value of expert assistance. 

An example of efficient selection of close-in acreage occurred in one 
of the old fields dming the current year. An operating company, 

' Mowry Bates in Magazine of the New York Petroleum Exchange, November, 192O. 
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whose policy has been directed by a geologist and engineer, made a 
careful subsurface study of an area which contained some large pro- 
ducing wells. An excellent structure was foimd and a desirable piece 
of acreage was found to be held by a small company who did not fully 
believe in keeping informed as to the condition of their holdings. The 
best portion of their holdings in this section was purchased at a com- 
paratively low price and a well drilled to the deeper sand. One 
of the largest and best wells in the field was found. This weU 
produced 50,000 barrels of oil the first month and is still holding up. 
What is this well worth? 

The decline curve on wells in this sand in this section shows that 
the average well wiU produce in the first year an amoimt of oil equal 
to five times the production of the first month. For this weU the pro- 
duction would be 250,000 barrels the first year. A well of this t3^e 
wiU probably produce 65 per cent of its ultimate production the first 
year. The weU cost $35,000.00 to drill, about $10,000.00 to equip with 
tankage, etc., and about $1,000.00 a month to maintain. We then 
have for the first year : 

Gross production 250,000 bbls. 

Less: }/i loyslty 31,250 " 

Net production 218,750 " 

Less: 4% taxes 8,750 " 

Net bbls. first year 210,000 

210,000 bbls. at $3.50 $735,000.00 

Expense: 

Drilling well $35,000.00 

Equipment 10,000.00 

Operating 12,000.00 

57,000.00 

Net income for first year $678,000.00 

In estimating the total profit to be derived from this well, 
the writer says ; 

As the well is estimated to produce 65 per cent of its ultimate pro- 
duction during the first year, the ultimate production will be 384,000; 
but it has already produced 250,000 — there are, therefore, 134,000 
barrels to be produced. 
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Gross bbls. in ground 134,000 

Less: ^s royalty 18,750 

115,250 bbls. 
Less: 4% taxes 4,600 " 

Net bbls. in ground 110,650 

110,650 bbls. at I3.50 $387,275.00 

Lifting 13,400 bbls. at 70c 93,800.00 



Profit on oil in ground $293,475.00 

Profit on first year 678,000.00 

Profit on balance of life 293,475.00 

Total profit $971,475.00 

(Federal taxes, interest and overhead not considered.) 

There are additional locations on the lease, though they will very 
probably be much smaller than the above. This tract is very valuable. 
This was known by the purchasers and unknown by the vendors. 
It was worth from $2,000 to $3,000 per acre to the purchasers, but 
the price paid was very low. 

When Expert Assistance Is Necessary 

The importance of the expert's work will not be questioned by 
anyone qualified to judge. Occasionally, incompetent experts — 
so called — are encountered and then very serious trouble and loss 
ensue. Also, occasionally, experts are found, well enough quali- 
fied technically but lacking in moral qualifications, who can be 
bought. At times experts will differ and they have been known 
to be mistaken. All this is, however, incidental and does not dis- 
credit the honest, intelligent, and valuable work of the capable 
technical expert. When such assistance is needed it should be 
secured unhesitatingly, if finances permit. It will save many 
times its cost in the end. 

In some cases the basis of an undertaking is so simple, or so 
completely within the range of ordinary every-day experience, or 
of such a nature, that no technical assistance is required either for 
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its appraisal or development. This is true of a new style of collar 
button, for instance, or an improved potato-masher. Also in 
many cases the matter is purely one of experienced business 
judgment, as in the establishment of a co-operative store, or the 
development of a pleasure resort in which the business man fa- 
miliar with the particular line is himself an expert. WTien, 
however, we come to the more complex undertakings, the services 
of the expert are usually essential. Even in a simple invention — 
unless it be well within his line — the judgment of the ordinary 
business man cannot be safely relied upon. If the promoter or 
prospective investor has time at his disposal and has the inclina- 
tion, he can, of course, familiarize himself with the enterprise and 
the conditions under which its operations are to be carried on, and 
form an opinion upon which he may possibly be safe in proceed- 
ing. In most cases he will find it more economical, quicker, and 
safer to get the judgment of an expert. The promoter can rest 
assured that though he may dispense with the services of experts 
the man with the money will not do so. 

Cost of Expert Assistance 

For the ordinary man with an enterprise, the chief objection 
to an expert examination is the cost. An assay of ore will cost 
from $5 to $25; an analysis of even a simple product wiU hardly 
cost less than $25, and if at all complicated, $100 or more. An 
expert in any line in this era of high prices could hardly be re- 
tained for less than $50 a day — $100 would be a more common 
figure, and for a man of prominence this latter figure might have 
to be doubled. In addition to this, expenses must be paid if the 
work is in the field and these expenses may amount to as much as 
the expert's fee. 

If economy is necessary it will tax the ingenuity of the man 
with the enterprise to keep the cost within his limits. If the work 
to be done can be brought to the expert instead of taking the 
expert to the work, the saAdng is manifest. In the case of an ore 
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to be assayed or a product to be analyzed, or even the determina- 
tion of the proper reduction process to be used with a refractory 
ore, this can be readily done. Where the matter is the investiga- 
tion of a mine, an industrial plant, or a process in operation, it is, 
of course, impossible. 

Even where an examination on the spot is essential for the 
best results, the owner of the mine, the plant, or the process may 
frequently get enough expert assistance to "tide over" with by 
submitting drawings, photographs, and samples and talking the 
matter over with his technical experts. A prospective buyer, on 
the other hand, would hardly care to make an investment on any 
such doubtful investigation, especially if the amounts involved 
were material. The owner is already involved and must go on if 
the prospect is at all encouraging, but the buyer is not yet in- 
volved and does not want to become involved unless the prospect 
is really worth while. 

Sometimes a partial examination is sufficient to cover the 
salient points and the saving is again material. Thus the owner 
of a prospect may have a vein carrying lead, zinc, and silver, but, 
owing to the location of his property or the character of the ore, 
have no interest in the lead and zinc, but be greatly interested 
in the silver. An assay for silver alone would cost him less than a 
complete quantitative assay, and a study of the ore for the ex- 
traction of the silver alone would again usually cost him con- 
siderably less than the working out of a process to save the ore's 
entire metallic content. 

When, as is sometimes the case, the exchequer of the man 
with the enterprise will not stand the strain of an expert investi- 
gation, the case is not entirely hopeless. Possibly a small cash 
payment to cover expenses and a contingent fee will secure the 
needed expert services; possibly sufficient information may be 
obtained from books to serve for the time being; sometimes where 
the value of a product — whether the result of a process, as an 
artificial rubber, or the output of a mine or deposit, as a mineral 
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wax — ^is in question, a fair idea of its value may be obtained by 
submitting it to dealers. 

Expert services, if the expert is really competent for the work, 
are usually worth the full price paid, but as a measure of precau- 
tion the cost of any investigation should be agreed upon in ad- 
vance and the agreement should be in writing — ^not necessarily 
in the shape of a formal agreement, but in letter or memorandum 
form — so that there can be no question as to what is to be done 
and what it will cost. A lump sum will sometimes be agreed upon 
for a particular examination and the arrangement is under some 
conditions desirable. It will not usually save anything in the way 
of money if the expert is a man of standing and probity, but it 
removes vincertainty and prevents any unpleasant "after-claps" 
in the way of unexpected charges or expenses. 

Selecting the Expert 

The selection of a technical expert is not usually a difi&cult 
matter. They are listed in the directories and their advertise- 
ments frequently appear in the financial and daily papers; and 
they may almost always be found in the advertising columns of 
the trade journals published in the interest of the particular 
industry. If advertisements cannot be found, a request sent 
to the publishers of the technical journal covering the line in 
which the investigation is desired will generally bring the desired 
information. 

It is obvious that an expert employed for any important in- 
vestigation should be competent and reliable. The following 
"specifications" for a mining engineer will give an idea of what 
may properly be required. 

The qualifications for a man in this line of work are very broad. 
He should have a thorough theoretical training as well as practical 
experience in mining engineering, and should also be familiar with 
geological, metallurgical and electrical engineering. In addition to 
this he should be a wide-awake business man, with good hard com- 
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mon sense, one who makes up his mind and forms definite opinions 
from the facts available, and who wiU allow no personal feeling or 
sentiment to bias him in his final judgment of the case. ' 

It may be that the expert selected is well known to the parties 
or is of such standing and reputation as to guarantee his fitness, 
but if otherwise, his qualifications should be looked up with 
thoroughness. Such an investigation is usually not one of diffi- 
culty, the expert himself furnishing the references and other data 
necessary. Nothing should, however, be taken for granted. If 
references are given, the parties named should be interviewed or 
written to, or if statements are made as to work done, these state- 
ments should be checked up. It happens occasionally that an 
alleged expert gives references of the highest character knowing 
perfectly well that these parties will not indorse him, but hoping 
that no inquiry will be made. In a surprising number of cases 
no inquiry is made. 

The Expert's Examination 

An expert will either undertake the entire investigation of an 
enterprise or, if desired, will confine his examination to the more 
technical portions, leaving matters of ordinary detail for the 
parties by whom he is employed. Unless restricted, his exam- 
ination will usually extend to all the essential features of the 
undertaking. 

When the imdertaking involves any considerable investment a 
single investigation is rarely deemed sufficient, even though the 
standing of the expert be high. It is seldom that an expert of 
reputation can be "purchased," but he may occasionally be 
swayed by outside influence and there is, of course, always the 
possibihty of error. It also frequently happens that special points 
require more detailed investigation. In practically every case 
the men considering the investment of money will want their own 
investigation and report. 

3 University of Arizona Bulletin No. 78. 



256 SHAPING UP THE ENTERPRISE 

The work of the expert will usually go considerably beyond 
the direct technical investigation of the property which forms the 
basis of the enterprise, and include a general survey of the prop- 
erty and of any surrounding conditions that may affect the value 
or the desirability of the undertaking, even though such details 
are not strictly within his province. To put it briefly, the techni- 
cal expert, though called in as an investigator or advisor, also 
becomes an ally and friend and is very willing to go beyond the 
immediate scope of his work to make his services and assistance 
of greater value. 

While the investigation of the expert must be thorough, in 
order to lead to a sound opinion or a safe recommendation, it 
should not be carried to unreasonable detail. In "Lecture Notes 
on Business Engineering," President Humphreys, of Stevens 
Institute, comments on this aspect of the expert's work, as 
follows: 

I remember seeing a report on a large plant containing some miles 
of railroad trestle, which gave in exact detail the size of every sill, 
every post, cap, corbel, and stringer in the entire work, the list occupy- 
ing a good many pages of legal cap; and the entire trestle was rotten 
to an extent that it was not even fit 'for firewood, and the only thing 
that was really necessary to know about it was the expense of pulling 
it down and hauling it away. The man who made this report was 
probably a very painstaking engineer, but lacked something in his 
make-up. 

The Expert's Report 

In the very simple matters in which experts are sometimes 
called in consultation, a purely verbal report may be aU-sufiicient. 
Usually, however, and especially in important matters, the ex- 
pert's report should be in written form and be shaped to meet the 
required conditions. This report, if favorable in its tenor and 
good in manner and form, is not only of immediate value but is 
also most useful in any subsequent financings or investigations 
of the undertaking. 
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The style of the expert's report should be accurate and prac- 
tical, clear and forceful, and as interesting as the subject matter 
will reasonably permit. If it is not readable it loses greatly in 
effectiveness. 

The scope and the size of the expert's report naturally vary 
with the nature of the investigation. The report of an analysis of 
a mineral water would usually consist of but little more than a 
one-page statement of the mineral contained, with perhaps an 
opinion on the potability of the water or its suitability for some 
other specified use. A report on a large irrigation project in the 
West involving the expenditure of millions of dollars would prob- 
ably cover some hundreds of pages and would go into every detail 
which might enable the men contemplating the undertaking to 
judge the better its practicability and probable profit. 

The following outline of a mining report — gold, silver, copper, 
or any other metal — gives an excellent idea of the requirements.'' 
In this outline special significance attaches to mining as a busi- 
ness. "Not all the details of a geologist's reports are included, 
except in so far as they are 'translated into best policy for de- 
velopment.' The smelting of ores is also not fully included as this 
is considered to lie in the field of the metallurgist and not to be a 
mining problem." 

Outline or Mining Report 

I. Scope 

1. Character of report 

2. General location of properties 

3. Railroad maps worked with crossed hammers 

II. History 

1. Chronological story of development 

2. Names of claims, dates acquired 

3. Map of claims 



4 By permission from "Language for Men of Afifairs, " Volume II, Chapter XXIV, 
"Examination Reports — Logical Formulation," by Ralph U. Fitting of Parsons, Klappi 
Brinckerhoff, and Douglas, assisted as to this outline by Benjamin B. Lawrence, M.E. 
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III. Titles 

1. Discovery, date, first location 

2. Summary of legal opinion 

3. Monuments 

rV. Geology 

1. General geology of district 

2. Translation of geology into best policy for development 

of property 

V. Ore Reserves 

1. Sampling — describe how done 

2. Description and location 

3. How reserves are calculated witb use of "Three P's," 

positive, probable, possible. 

VI. Description of Property 

1. Underground workings, shafts, etc., (maps in plan and 

several sections) 

2. Property map showing buildings, shafts, roads, water 

supply, pumps, etc. 

3. List of principal equipment 

Vn. Photographs 

I. Marginal description or reference numbers 

Vin. Production 

1. Table of total production comparative periods 

(a) Tons mined, milled, treated 

(b) Analyses (content) 

(c) Contents, minerals tabulated individually by per 

cent 

(d) Value in dollars 

2. Moisture 

3. Smelter returns 

4. Discussion 

IX. Operating Costs 

1. Operating costs by periods reduced per ton unit 

2. Labor and supplies 

3. Receipts from mining operations 

4. Development work in each year 
S Discussion 
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X. Milling 

1. Wet, dry, flotation 

(a) Analysis of tons handled 

(b) Recovery 

2. Discussion 

XI. Transportation 

1. Railroad, motor truck, wagon 

(a) Operating costs 

(b) Maintenance 

(c) Statistics of operation 

2. Discussion 

Xn. Valuation 

1. Copy of charter 

2. Capitalization (stock, notes, bonds) 

(a) Authorized and outstanding 

3. Application of funds for development 

(a) From sale of stock 

(b) From earnings 

4. Balance sheet 

5. Statement earnings and expenses for several periods 

6. Interest charges 

7. Dividends 

8. Profit and loss 

Xin. Summary 

1. Advantages 

2. Disadvantages 
XIV. Recommendations 

Arrangement of Report^ 

A technical report is usually a clear, direct, and logical state- 
ment of the facts discovered by the investigator. An outline, if 
followed, will, of course, control its arrangement. 

When a report is lengthy and the parties for whom it is made 
or to whom it is supposed to appeal are busy, it is likely to be 
turned over to subordinates for a more or less capable sum- 
marization before it is read and studied. This may result in the 

s Abridged by permission from "Language for Men of Affairs," Volume II, Chapter 
XXV. 
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elimination in part or in whole of material really necessary to an 
intelligent consideration of the proposition. To avoid such pos- 
sibilities a change has been made in recent years in the manner of 
presentation. Instead of one report, two reports covering the 
subject matter of the investigation are submitted. The first is 
variously called "brief report, " "epitome, " or "digested report." 
In this, only the most important facts are given in as brief form 
as practicable, but with the recommendations and conclusions in 
full detail. The second, or full report, is in detail and is always 
written first. Thus the complete report of the Rapid Transit Com- 
mission to the City of Chicago was in the form of a volume four 
inches thick, while the summary report covered only sixty pages. 

This same method may be applied with success to a report of 
practically any length. Obviously a one-page epitome is more apt 
to be read than a detailed report of ten pages. This does not 
mean, however, that the detailed report is unnecessary. The 
brief report leads up to it and if the full report is worth while it 
will be read by many persons; very often, indeed, it will become a 
record for future reference. 

It may also be suggested that even where a report is short or 
of moderate length, the summary may still be used to advantage 
to give special emphasis to important points. 

Reliability of Expert Reports 

Speaking generally, the report of the technical expert is re- 
liable. Nevertheless such a report is not always to be accepted 
as final or to be accepted at its face value as to the work, the con- 
ditions, or the future possibilities of a new undertaking. There 
are experts and experts, and even at best they are not infallible. 
A recent writer, discussing the financing of water, gas, and electric 
properties, comments as follows on the necessity of going beyond 
the purely technical features when valuing such properties, es- 
pecially as to possibilities of development. * 

' Dewing, "Financial Policy of Corporations." 
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It should be said that these expert engineers' reports, upon which 
bankers and investors rely, are very often of no value in forming a true 
estimate of the potential earning capacity of the property. The en- 
gineer's ofi&ce sends to the locaUty one or two young men who have 
been trained technically but who are totally vuiable to judge whether 
the locality is progressing or retrogressing. Generally speaking, the 
number of unoccupied houses in the town is a far better index of the 
value of a lighting property than the number of transformers. There 
is an instance in which eastern bankers paid approximately $250,000 
for a western lighting company having physical property worth, by 
no stretch of the imagination, more than $100,000. The net earnings 
after depreciation were only $12,500. Yet no houses could be rented, 
new enterprises were pouring into the city, and the old company had 
only one service to approximately forty inhabitants. The lighting 
company was a bargain. Its privilege of doing business was of itself 
worth the price paid, had the company's plant been worthless. On 
the other hand, another lighting company operating in a town from 
which families were constantly moving, where the barns of the out- 
lying farm districts went unpainted, might have $250,000 worth of 
physical property and yet not be worth $100,000. 

Conservatism of Expert Reports 

Another phase of the expert's report to be borne in mind is its 
tendency to conservatism. Whenever there is doubt, or where 
the undertaking from its nature must be more or less of a gamble 
until development proves its worth, the natural tendency of the 
technical advisor is to be ultra-conservative — in other words "to 
play safe." His professional reputation is at stake and unless he 
feels sure of his ground his report will hedge and quahfy and 
modify until it " vexes the soul." While this caution is frequently 
carried too far, the technical expert is right in not indorsing an 
enterprise without qualification, or in refusing to make positive 
statements unless he has absolute facts to support him. Should 
he do so and his opinions prove erroneous he might be liable in 
damages. Certainly a few such "mistakes" would ruin his 
reputation. 

This being true, the man with money who is not averse to 
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taking chances when the rewards of success are sufficiently great, 
should read between the lines of the technical report and remem- 
ber that when he pays for an expert opinion that opinion will 
usually and properly give full value to all risks and adverse condi- 
tions, and, on the other hand, will equally discount all hopes and 
promises. In any event, common sense and business judgment 
must always be used in the interpretation of an expert's report. 
Things may frequently be read between the lines that could not 
properly be put in them. 

The Technical Expert as a Promoter 

It often happens that the owner or promoter of a new enter- 
prise himself possesses the requisite technical knowledge to ap- 
praise his undertaking, to determine what its development will 
require, and to estimate its financial possibihties. Thus an en- 
gineer specializing in gas or electrical matters often makes a busi- 
ness of promoting small enterprises in his Une of work and is 
constantly on the lookout for towns and communities in which 
lighting or street railway facilities have not yet been installed, or 
in which the population has outgrown existing facihties and needs 
more adequate provision. When he finds a suitable promotion 
proposition he is himself quaHfied to make every investigation 
and report required, and if he is a man of integrity and his pro- 
fessional record includes similar promotions elsewhere with a 
successful issue, he will readily secure any reasonable amount of 
money he needs. 

From the standpoint of the man with an enterprise it is also 
to be remembered that the technical expert makes investigations 
for investors as well as for those who own enterprises and also has 
usually a wide acquaintance among those interested in his spec- 
ialty. For this reason he is frequently able to make suggestions 
of real value as to whom the enterprise should be presented — this 
either with a commission in view or as a matter of friendly interest. 

Occasionally, experts are permanently retained for the express 
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purpose of keeping their employers informed as to what enter- 
prises are contemplated or under way that might be of interest. 
The fact of such employment is usually not known to the other 
clients of the expert. Within limits, this may be allowable and is 
unobjectionable when the facts are made public, so that other 
clients of these experts know that they are laying their plans or 
properties before an employee of a possible competitor or oppon- 
ent. Speaking generally, however, such experts are to be avoided. 
It is but seldom that a man can serve two masters with fairness 
to both. 



CHAPTER XXI 

EXPERT ASSISTANCE— ACCOUNTANTS 

The Accountant in Financing 

A new enterprise not based on previously existing enterprises 
may have no need for accountants until it reaches an organized 
or operative state, but then bookkeeping or accounting is essen- 
tial to the success of the undertaking. If the new enterprise is a 
combination or consolidation of existing enterprises, or is founded 
upon existing enterprises in any way, the services of accoimtants 
are required to ascertain the values upon which the new organiza- 
tion is to be based. If it is a "refinancing " or if additional capital 
is required, the character of the accounting system and the reports 
of accountants will have a direct bearing upon the ease with which 
money can be had and also to some extent upon the price that 
must be paid. 

Functions of Accounting 

All through financial operations and in the business world 
generally, accounting occupies so important a place that a brief 
consideration here of what modern accounting is, and what it does 
can hardly be out of place. 

The accounts of a going concern have two related but distinct 
functions : 

1. To record the operations of the business and their results. 

2. To guide the executives of the concern in their conduct of 

the business. 

Recording Functions of Accounting 

In days gone by — and in days not entirely gone yet — the 
recording function of accounting was deemed its most important, 
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and in many cases its only, function. During the year the busi- 
ness was run by "dead reckoning." At the end of the year in- 
ventories were taken, the books balanced, profit and loss state- 
ments worked out, and the results showed how truly the course 
had been laid. 

At present while the recording function of accounting is not 
given the place of paramount importance it once enjoyed, it is 
still an essential part of business operation, and the refinements 
and improvements of modern methods have made it more effec- 
tive and more widely useful than it ever was before. Thus in- 
stead of taking inventories once a year, perpetual inventories are 
maintained which show at all times the actual status of the prop- 
erty accounts, and enable the books to be closed and a balance 
sheet and profit and loss statement to be drawn up at any time. 
In any active and well-managed business this is done at frequent 
intervals — usually once a month but sometimes oftener. The 
accounts may, in fact, be so handled that without undue labor or 
difl&culty the progress of the business can, with fair accuracy, be 
ascertained daily. 

This does not mean that physical inventories are entirely done 
away with. They are still taken at the end of the year, or at some 
other stated period as before, but this is not for the purpose of 
determining what the business has done, or is doing — for this is 
already known — but is merely for the purpose of checking the 
perpetual inventories and correcting them if errors are found. 

As illustrating the practical value of modern accounting 
records and particularly of the perpetual inventory, the experi- 
ence of two large corporations manufacturing a common product 
are interesting. Both were asked to state the earliest date on 
which delivery could be made on a large rush order. The price, 
within limits, was of minor importance — time was the controlling 
factor. The first concern lacked a modern system of records. 
Although it got at once into telephonic communication with its 
different plants, and had its whole corps of superintendents on 
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edge looking up data and reporting conditions, two days elapsed 
before it was able to give a positive reply. The second concern, 
equipped with a modern accounting system, had merely to con- 
sult its inventory records to ascertain the conditions in each of 
its plants. It was therefore able to give a decisive reply within 
half an hour from the time the inquiry was made and secured the 
order before its competitor had worked out a delivery date. ' 

Accounts as the Executive's Guide 

The more important function of accounts today is to supply 
the executives of a business with the information needed for its 
proper management. As a matter of practice, a large and in- 
volved business could hardly be managed successfully without the 
guidance of an efl&cient accounting system. 

"Accurate and efj&cient records are quite as important to a 
business as are charts and compass to a ship at sea, showing the 
location of the shoals which menace disaster, indicating the 
channels in which the water is deep and safe, and pointing surely 
and steadily the course to be followed. In any large and really 
successful business the accounting department is looked upon as 
one of the most important factors of success, and the larger and 
more successful the operations of such a business, the greater the 
pains to maintain an adequate and effective system of accounts."* 

An effective accounting system is almost automatic in the 
information it supplies. Daily reports, weekly summaries, 
monthly balance sheets and profit and loss statements, annual 
reports, and comparative presentations of important accounting 
data — all reinforced where necessary by illustrative charts and 
graphs — keep the executive in closest touch with every feature 
of the business. If some phase of production is costing too much, 
the records show it unmistakably, and show it long before any 
serious loss is incurred. If selling costs are running too high, or 

' Webner, " Factory Costs. " 
» Ibid. 
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fixed charges are too heavy, or selhng prices are too low, the fact 
is promptly revealed to the executive by the reports and state- 
ments he receives. 

The great value of this intimate, current "exhibit" of business 
operations, expressed so clearly and going into any desired 
minuteness of detail, can hardly be overestimated. In a modem 
factory of any size and complexity of operation, the managers 
would as soon dispense with their effective machinery as with 
their effective system of cost accounts, and in every business in 
which large interests are involved the accoimts occupy a similarly 
important place. 

An accounting system may, of course, be carried to such ex- 
tremes and be so overloaded with details that the forest cannot 
be seen because of the trees, but an effective accounting system — 
one that goes far enough but not too far — is not only "a very 
present help in time of trouble, " but is a potent influence to pre- 
vent business troubles and an almost indispensable adjunct of 
success. 

Accounting for the Smaller Undertaking 

For the smaller enterprise an effective system of accounting 
is important but difl&cult. Usually a bookkeeper is employed 
and told to install a system of accounts, or sometimes one of the 
owners of the business will "keep the books." In the latter case, 
unless the party himself is an expert, the books are apt to be very 
badly kept, though perhaps well enough for the day of small 
things. If a bookkeeper is employed the bookkeeping is likely to 
be better but the system installed is not likely to be the best. 
The average bookkeeper is able to keep a set of books once started, 
but the devising of a system of accounts really adapted for the 
particular business is often beyond his ability. In such case he 
will usually introduce some system with which he is familiar, 
regardless of whether it is suitable for the particular undertaking. 

The difficulty in such cases lies in the fact that the small con- 
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cem can rarely afford the services of a really competent accoun- 
tant to study its needs and to plan its system of accounts. For 
some standard lines of business, complete systems of accounts are 
published and may be readily adapted to particular requirements. 
In some cases bookkeepers may be found who are experienced in 
the particular line. Sometimes a concern of similar nature or 
encountering similar accounting problems will allow the new 
concern to adopt its system. Or when the business is not com- 
plicated a qualified accountant may be willing to plan out a sys- 
tem of accounts for a figure within the reach of the new concern. 
The price for this work will range from $50 up and if the accoun- 
tant is really qualified the expenditure is a wise one. 

The Accountant as an Investigator 

The accountant's important place in financing is foimd when 
a going concern wishes additional capital or when an existing 
business is to be purchased or absorbed in some combination or 
new organization. His investigation and report are then essential 
before intelligent action can be taken. The accoxmtant employed 
for such work is usually an auditor. The quotations which follow 
are taken from the writings of a prominent accountant and audi- 
tor and give a very good idea of what the auditor will and will not 
do in such an investigation.^ The fact that the standpoint is 
that of the accountant does not detract from their interest and 
value. 

The professional auditor is now being consulted frequently by the 
man who wishes to sell as well as the man who wishes to buy. The 
former realizes that the services of an independent auditor are of the 
utmost value to him in stating the ramifications of his business so 
clearly that he will not omit any favorable aspects in dealing with a 
prospective purchaser. Likewise, the buyer feels that he cannot 
afford to depend on the representations of the seller nor on his own 
judgment. One may pay too high a price and the other may sell at 



3 Montgomery, "Auditing, Theory and Practice." 
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too low a price unless the professional auditor passes upon the proposi- 
tion. . . . 

The prospective purchaser of a business wants to know as much 
of its past history as a man does of his prospective bride. He usually 
contemplates joining fortunes for an indefinite period, and his associa- 
tion must represent more than mere financial gain. Who is better 
equipped to pass on the enterprise from almost every point of view 
than an experienced auditor? 

Scope of the Accountant's Investigation 

The scope of the accountant's investigation is — as in the case 
of the technical expert — somewhat elastic. Unless limited in 
some way by his instructions, he will, as a matter of cpurse, in- 
clude in his report a balance sheet and a profit and loss statement 
covering a sufl&cient period of time to give a true picture of the 
business. He will also comment on the accounts and their ade- 
quacy and will report any special conditions of importance dis- 
closed by the accounts which are not shown in the balance sheet 
and profit and loss statement. All this is clearly within his 
province. 

In an accounting "size-up" of a business, however, much 
more than this is necessary for an intelligent estimation of values. 
The business may have been profitable, but will it continue to be 
profitable? Did the profits actually made arise from the ordinary 
operations of the business, or because of special reasons — were 
they ordinary profits or unusual profits? Was there any serious 
falling off of profits toward the end of the period which might 
foreshadow disaster? If the existing management is to be con- 
tinued, is the present condition of prosperity due to this manage- 
ment or due to the ability of men no longer connected with the 
enterprise? Or if losses are shown, were they incurred in the 
normal operation of the business, or were they due to some special 
cause, as a writing down of inventory, abnormal competition, or 
reckless or fraudulent practices. 

The accountant caimot be expected to forecast the future 
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But if the accounts show indications of approaching storm or 
financial disaster, it is his duty to bring them to the attention of 
his employer. 

He may not be prepared to make any definite prediction, but 
he can express an opinion, or call attention to conditions which he 
thinks are significant. The accountant delving into the records 
and in touch with the inner workings of the business is in a posi- 
tion to discover indications and conditions that are hidden from 
the outer world, and if they bear on the future of the business 
they should be disclosed. 

The appraisal of the material assets of the concern under 
investigation is not usually a function of the accountant. He 
may undertake it if so agreed, but appraisals of importance are 
usually undertaken by experts who make a specialty of such 
work. 

Accountant's Charges 

For purposes of investigation, public accoimtants are usually 
employed, and where important negotiations depend upon their 
reports it is advantageous to employ a certified public accountant 
— advantageous because his abilities and his standing are usually 
higher than those of the accountant who does not possess the title 
and his report is apt to be more reliable and will always carry 
greater weight. 

In past years the accountant worked under a regular schedule 
of charges — so much a day for a principal, i.e., one of the partners 
of the accounting firm, so much for a senior accoimtant, and so 
much for a junior accountant. The plan was simple and, from the 
standpoint of the employer, satisfactory, but did not give any 
opportunity for the adjustment of fees to meet varying condi- 
tions — something that was very desirable from the accountant's 
point of view. It is obvious that an accountant investigating a 
great manufacturing concern with millions of invested capital is 
taking a far heavier responsibility than the accountant who goes 
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over the books of a mercantile undertaking with a total capital of 
$50,000, and the fee should be to some extent commensurate with 
the responsibility involved. For this reason the per diem charge 
is no longer the common practice. Accountants can still be em- 
ployed on that basis, but the larger and more responsible concerns 
usually make a lump charge for the work done. Where the per 
diem rate obtains, it ranges from $25 to $100 a day for a principal, 
$25 to $40 a day for a senior accountant, and $15 to $20 a day for 
a junior. These may vary in different parts of the country, but 
are approximately correct. 

Where a lump sum is charged it will be governed, as are attor- 
neys' fees, by the amount of work done and more particularly 
with the responsibility involved. The accountant will not, how- 
ever, object to fixing an approximate price, and it is wise to have 
some understanding on this point before an investigation is 
ordered. 

Trading on the Accountant's Reputation 

The promoter, and especially the promoter of doubtful repu- 
tation, finds it very desirable to conduct his operations under the 
cloak of recognized reputation. He is, therefore, always on the 
watch to secure from reputable accountants reports that may 
serve his purpose. On the other hand, any reputable accountant 
will absolutely decline to sign a report that, while correct in itself, 
may, he thinks, be used improperly. 

When a promoter of doubtful reputation does secure a report 
from an expert of standing, he uses it according to its nature. If 
favorable, it is blazoned to the world. If unfavorable, it may still 
perhaps be shown in garbled form — extracts being taken from it 
in such manner that the enterprise is apparently indorsed. Or if 
the report is distinctly unfavorable, it is not shown at all — except 
perhaps for a distant view — the promoter merely stating that the 
books and accounts have been examined by the well-known firm 
of Jones and Brown, Certified Public Accountants. The infer- 
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ence is, of course, that the findings were satisfactory and in 
accord with the claims of the promoter. 

The Auditor's Report 

What shall it benefit an auditor if he performs the highest grade 
of professional work and be unable to present his results in a form 
acceptable to and imderstandable by his cUents? Yet this happens 
every day, chiefly because some auditors apparently prepare reports 
for themselves rather than for those they are supposed to enlighten. 
An engineer builds a bridge for others to use. It is useless unless it is 
safe and convenient. The man who rides across it does not care how 
many difficult problems were encountered in the building, nor how 
they were solved; he is content to judge the engineer by results. So 
with a banker or business man. He employs an auditor because he 
wants results, and he wants results which he can use without having 
to follow in the auditor's footsteps and traverse the same jungles of 
figures and grapple with the same problems through which the results 
were accomplished.'' 

The average business man, lacking an accoimtant's training, 
preoccupied and wanting results will strongly indorse the fore- 
going opinion as to the form of the auditor's report. On it in 
many cases depends the safety of the whole investment — running 
perhaps into the hundreds of thousands of dollars, or more, and he 
wants a report that will tell him the essential facts, concisely, 
clearly, and in readily understandable form. The usual accotm- 
tant's report does not do this. In such case he should be asked to 
add such comment and data as will make it intelligible. 
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CHAPTER XXII 

EXPERT ASSISTANCE— ATTORNEYS 

When the Attorney Is Needed 

There are times in the financing of any important enterprise 
when legal assistance is desirable and perhaps essential. If a 
development contract is to be entered into, if a partnership is to 
be formed, if a corporation is to be organized, and particularly if 
promoters are to be dealt with, or if contracts are to be drawn up 
with moneyed men who are to finance or be otherwise interested 
in the enterprise, a lawyer should be employed. 

This proposition requires but scant comment. It is a lawyer's 
business to understand, to advance, and to safeguard the interests 
of his clients in matters of this kind, and just as a machinist is 
employed to construct a model, or an engineer to make a technical 
report, so should a lawyer be employed in the formalities con- 
nected with the financing of an enterprise. In the less important 
preliminaries, or when the whole matter is merely one of discus- 
sion, he may not be needed. When, however, the point of fixed 
agreement is approached his services are very desirable. They 
may, of course, be dispensed with, but such dispensation is apt to 
be a reckless and extravagant proceeding. 

Why the Attorney Is Needed 

The man not versed in the law and unfamiliar with contracts 
cannot safely write a contract or pass upon one already written. 
He may understand and be able to interpret the English language 
well, but be totally unable to see the pitfalls concealed in the 
legal phraseology of a well-drawn contract, because these are 
matters of law and practical experience, not of English. Similarly 
he may be able to write with accuracy and even elegance, but 
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being unacquainted with the requirements of the law and not 
knowing the points to "play for" or cover in writing an agree- 
ment, may be as little qualified to draft a contract as he is to 
argue a case in court. 

All through the procedure of financing, the man unfamiliar 
with the law — if acting without an attorney — ^is working at a 
serious and even dangerous disadvantage. He may stumble into 
partnership — as is frequently done when the owner of the enter- 
prise and the man with money join forces — without intending to 
do so and without the least idea of the responsibilities assumed, 
the risks involved, or the best arrangements to be made. If a 
corporation is to be organized he may perhaps be able to comply 
with the statutory formalities and carry through the organization. 
If he does, it will be but lamely, and usually his corporation will 
also limp. Something of advantage will be omitted, something 
unnecessary or even injurious will be included, and not one time 
in a hundred will the corporate organization be so arranged as to 
secure all the available advantages and the best possible working 
mechanism. An unskilled man is groping in the dark and it would 
be strange if he should attain the best results. 

The Attorney in Negotiations 

Particularly, as has been said, should a lawyer be retained 
when negotiations are to be carried on with promoters and 
moneyed men. As a rule these men are naturally shrewd and 
have had long experience. They know exactly what advantages 
are to be gained and how to gain them. They are themselves 
usually assisted by, or are in consultation with, first-class lawyers, 
but even if they are not, the man with an enterprise should not 
be thereby lulled into fatuous security. The probabilities are 
that they are so familiar with the matters in hand, know so thor- 
oughly every trick to be turned, and are so versed in the related 
requirements of law and business that no lawyer is needed to 
protect their interests. 



EXPERT ASSISTANCE— ATTORNEYS 275 

In all such cases the man with an enterprise may rest assured 
that lawyers, if not at hand, are within easy reach should the 
need arise, and if he is not similarly prepared he is from the start 
hopelessly outclassed. Then if he finds that his contract means a 
little more or a little less than he supposed, or finds that the con- 
trol has been taken from his hands without adequate provision 
for his protection, or finds that something else essential to his 
interests has been omitted, or that something injurious to his 
interests has been included, he has no one to blame but himself. 
He has gone as a sheep to the shearing, and if he returns more or 
less shorn it is but the happening of the expected. 

Using the Other Man's Lawyer 

The man with an enterprise will sometimes, however, not only 
neglect to employ a lawyer of his own, but will actually leave the 
whole matter in the hands of the attorneys on the other side. At 
this time the relations between all the parties are, as a rule, pleas- 
ant, the lawyers employed by the people with whom he is nego- 
tiating are perhaps men to inspire confidence, and the man with 
the enterprise feels that he is safe in their hands. In consequence 
he allows them to arrange the details and to draw the papers, 
merely checking up on the main points and trusting to their ex- 
planations of any matters that may not be clear to him, or pos- 
sibly beyond his imderstanding. 

The folly of such a proceeding cannot be too strongly empha- 
sized. It has been said that a man who is his own lawyer has a 
fool for his client, but the term is not strong enough to describe 
the man who looks to the other man's lawyer for his own protec- 
tion. No man can serve two masters, and no matter how honor- 
able an attorney may be he can rarely represent the two parties 
to a transaction with entire justice to both. His first duty is to 
the man who employs him, and if either party is to be favored, his 
employer will undoubtedly and properly be the favored one. It 
coiUd not be otherwise. 



276 SHAPING UP THE ENTERPRISE 

Using the Other Man's Lawyer— A Promoter's Contract 

For instance, if a contract is to be drawn up with a promoter 
it may be so worded as to be exclusive and perpetual — one that 
will tie the enterprise up indefinitely, even though the promoter 
fails in his financing. Such a clause is much desired by the ordin- 
ary promoter, and if it is brought into the contract the lawyer of 
that promoter should not and certainly would not think of calling 
attention to the clause if the owner of the enterprise does not see 
it himself. If the contract is executed with the clause included, 
the enterprise is practically mortgaged to the promoter, and if the 
promoter does not raise the money required the owner will experi- 
ence much trouble in releasing it. Usually in such case before the 
enterprise can be financed by the owner or anyone else the pro- 
moter must first be paid his full commission, unless some smaller 
amount can be agreed upon as a compromise. 

Using the Other Man's Lawyer — ^An Inventor's Contract 

Or again, an inventor may be entering into a contract for the 
operation of his patent. Here a number of important points must 
be covered. Perhaps in the particular instance a satisfactory 
royalty may be provided, but no fixed minimum production. 
Such an omission is not infrequent in royalty contracts and is 
directly in the interests of the party with whom the inventor is 
contracting. Certainly the attorneys for this other party would 
not and could not properly call the omission to the inventor's 
attention. The unhappy inventor, not being familiar with the 
subject, is not himself apt to discover the disastrous omission, or 
should he do so, does not usually realize its significance until too 
late. Then when the contract is closed, if the manufacturer does 
not care to operate under the patent, he cannot be forced to do 
so, the inventor receives no royalty, finds himself hopelessly tied 
up, and has no recourse of any kind save to abuse himself for the 
reckless disregard of ordinary business precautions which has 
caused his trouble. 
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Or there may be local laws or conditions that will materially 
affect the contract or the general arrangements entered into by 
the inventor, of which he knows nothing, and which he is not 
likely to discover until too late for the proper protection of his 
interests if he is depending on the other man's lawyer. 

When an Attorney Is Not Needed 

It is obvious, of course, that this necessity for legal assistance 
does not exist to the same degree, or at all, when the matter is of 
small value or importance and the parties on both sides, even 
though unversed in the law, are not represented by lawyers. A 
man may with reasonable safety make a contract in minor matters 
with his friends or neighbors without going to the expense of a 
lawyer's fee. Here the contracting parties are in friendly relation, 
stand on an equal basis in their ignorance of the law, and are pre- 
sumably desirous of a contract fair to all parties. There is no" play- 
ing for points" and the whole matter is merely one of expressing the 
wishes of the parties in the plainest, simplest language possible. 

When, however, the man with the enterprise is dealing with 
strangers, and in any case where the amounts involved are large, 
and particularly when attorneys are employed on the other side, 
the situation is entirely different. There are so many details, 
technical or otherwise, to be observed, that to attempt to carry 
the matter through without the assistance of an attorney is a 
most dangerous waiver of the rules of safe business. As to those 
who not only fail to retain an attorney, but actually leave their 
interests in the hands of the parties on the other side and the 
attorneys of those parties, it can only be said that they deserve 
whatever hard fate befalls them. As already intimated, they are 
loob'ng for trouble and will doubtless find it. 

Selecting an Attorney 

While insisting on the importance of legal aid, the author must 
admit that a poor lawyer is even worse than none, and that a 
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competent attorney is apt to be costly and is often difficult to 
secure, especially for the stranger. Also if all the profits of a 
transaction are to be paid to lawyers, these profits might as well 
be lost at once. How then is a stranger to tell the good from the 
bad, and how is he to guard against such excessive charges as will 
be either beyond his ability to pay, or outside the justifiable ex- 
penses of the particular case? 

In the first place any lawyer selected should be at least re- 
liable and of reasonable ability. If the party desiring the services 
of an attorney has friends in the particular city, they can usually 
direct him to a lawyer who is honest and fairly capable. The 
prospective employer should himself be able to gain some idea of 
this attorney's ability by a preliminary discussion of the matter 
with him. A reputable attorney does not usually charge a fee 
for a short conference of the kind, though if there is any doubt on 
this point it may properly be set at rest by a direct inquiry. 

Speaking generally, it is not advisable for the man with an 
ordinary enterprise to retain either an inexperienced lawyer or one 
of prominence. If the matter is at all complicated an inexperi- 
enced lawyer cannot properly protect the interests of his client. 
A prominent lawyer, on the other hand, may charge much more 
than the enterprise can afford to pay. In a matter of moderate 
importance the best results are often secured by the employment 
of a young lawyer who is not far enough along to charge excessive 
fees, but who has yet had sufficient experience to quahfy him for 
the work. He will, as a rule, take far more interest in the matter 
than would an older man, be more active in its behalf, and be 
more moderate in his charges. 

Selecting a Patent Attorney 

When it comes to the selection of a patent solicitor or attorney, 
it may be said that most of the regular patent attorneys of the 
country are reliable and usually competent. Such unqualified 
indorsement cannot be given to all the solicitors and patent agen- 
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cies whose extravagant claims are so widely advertised. Probably 
most of these are fairly reliable and some of them enjoy excellent 
reputations gained by long years of first-class work. As to others, 
however, it is to be feared that the interests of their clients are not 
always their strongest actuating motives. 

It is seldom, if ever, that either attorneys or agencies improp- 
erly disclose inventions confided to their care. Such a proceed- 
ing, or even a suspicion of such a proceeding, would effectually end 
the career of the offending attorney or agency. There is some 
danger, however, if an agency or an attorney of unknown or ques- 
tionable qualifications is employed, that the applicant will not be 
advised to the best advantage, or that the patent application 
will not be drawn to cover all the claims that should be made, or 
that it will not be properly pushed when drawn. In short, as a 
rule a patent taken out by a regular patent attorney is regarded 
as preferable to one taken out by an advertising solicitor of 
patents or by one of the agencies. These latter, even if qualified, 
usually handle such a mass of business that they cannot do as 
good work as the attorney who gives the application his individual 
attention and whose personal reputation is supposedly at stake. 

Attorneys' Fees 

The legal fees in matters connected with the financing of an 
enterprise vary greatly with the work to be done and the values 
involved, ranging from $25 or $50 for the drafting of a simple con- 
tract in some ordinary enterprise, to the enormous amounts paid 
in the larger flotations. If the matter is an application for patent, 
the attorney's charges will range from $40 to $50 up into the 
thousands, according to the amount and complexity of the work 
to be done and the standing of the attorney. If the client cannot 
afford a large fee, or the matter does not justify it, he will do well 
to arrange in advance with his attorney for the cost of the services 
desired. No reputable lawyer objects to an inquiry of this kind. 
In many cases, and whenever he can do so with safety and pro- 
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priety, he will name a fixed price. Usually he can name a sum 
which his fees will not exceed, and always he can give some gen- 
eral idea of his charges. 

If the client's means are limited it is advisable for him to ex- 
plain the situation fully to his attorney, who will usually either 
agree to keep within some specified amount or will frankly tell 
his client that he cannot do the work within the limits mentioned 
and will perhaps advise him what had best be done. Frequently 
and properly, attorneys will take all or a portion of their fees in 
the securities of the enterprise to be financed, or wait for payment 
until some future date. If this is done, the attorney will properly 
expect a much larger fee than if he had received cash, particularly 
if the pa)mient consists of stock or some other interest in an enter- 
prise which must be successful before the stock or other interest 
acquires any "cashable" value. 

Unless some understanding is reached in advance, the client 
not familiar with lawyers' charges is apt to be very disagreeably 
surprised when his account is rendered. A demand for thousands 
may come in when the client is expecting hundreds, or a charge of 
hundreds be made when the client is expecting a modest fee of 
$25 or $50. Any unpleasant possibility of the kind may always be 
avoided by a preliminary discussion of the matter with the attorney. 

The Lawyer's Work 

The work of the lawyer does not end with the mere formal 
preparation of legal instruments. His functions extend far be- 
yond this. If the attorney is reputable, the best interests of his 
client come before fees, as a matter of both professional ethics 
and business policy. He is, or should be, a good business man, 
competent to give advice on the merits and details of the arrange- 
ment to be entered into, able to make practical suggestions, and, 
if desired, to conduct or assist in the negotiations. Furthermore 
it is to be remembered that lawyers occasionally make very excel- 
lent promoters themselves. 
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Nor does the work of the patent attorney stop with the mere 
apphcation for a patent. He will advise his client as to what pat- 
ent or patents are desirable, as to the probability of securing these 
patents, as to the best method of procedure, and he will endeavor 
to secure the most efficient protection and at the same time keep 
expenditures at a minimum. He will frequently go outside the 
province of the attorney and give an expert and valuable opin- 
ion as to the merits and salability of the patent itself. 

Relations Between Attorney and Client 

A few words are in point here as to the personal relations be- 
tween the inventor and his patent attorney. It may be said that 
the attorney is usually entirely willing to explain to the inventor 
any points of patent office procedure or requirements that are not 
clear to the latter, and is glad to discuss in detail the invention to 
be patented. On the other hand the inventor has presumably a 
knowledge of the mechanical diflftculties that he had to overcome, 
a keen perception of the excellences of his own invention, and an 
insight into the special points that should be covered, that even an 
expert patent attorney cannot obtain in the comparatively short 
time devoted to that individual application, and for this reason 
the inventor's assistance is valuable and desired by the attorney. 

The inventor— and other clients, as well — must, however, 
remember that the attorney's time is one of his most important 
assets and that it should not be wasted in unnecessary criticism 
or untimely discussion. It is usually dif&cult for the inventor to 
realize this fact. His invention is so valuable and of such absorb- 
ing interest to him that he forgets the many other demands upon 
the time and attention of a busy patent attorney, and after some 
unduly prolonged discussion ascribes the impatience of his at- 
torney to indifference when really it is because of anxiety as to his 
neglected work. 

The general relations between the attorney and his client 
should be that of confidence and esteem. The attorney is usually 



282 SHAPING UP THE ENTERPRISE 

an ally and friend. On the other hand it must be noted that there 
are members of the legal profession who regard clients as "their 
natural enemies" — this expression coming from an attorney who 
undoubtedly acts on this belief — to be taxed to the limit that 
the traffic wDl bear, and to be protected from the outside world 
only to be preserved for the benefit of their attorneys. The law 
is not peculiar in this respect. All callings are afflicted with dis- 
reputable members, and the shyster lawyer is a feature, not a 
characteristic, of the legal profession. By inquiry, by a pre- 
liminary discussion, by a general sizing up of the particular 
lawyer, and by an advance discussion of fees, it should always 
be possible to avoid the clutches of xmworthy members. 



CHAPTER XXIII 

THE CORPORATE SYSTEM 

Forms of Business Orgaoizatioa 

When an enterprise is to be financed it must be done under 
some form of business organization. For small enterprises the 
sole proprietorship, i.e., individual ownership, may perhaps suffice, 
but for any undertaking of magnitude a broader base is required, 
and this is usually found in the partnership or the corporation. 
Other forms of business organization are available, as the joint- 
stock company and the unincorporated trust, but these are not in 
common use and require no discussion here. 

The partnership is the old familiar form of business organiza- 
tion, easily entered into, as easily dissolved, informal, uncertain 
in action, poorly adapted for large undertakings, and, speaking 
generally, unsafe. Enterprises of importance are but seldom fi- 
nanced under the partnership form. 

The corporation — or " company," as it is popularly termed — is 
an effective form of business organization and is employed for the 
great majority of the important business enterprises of the coun- 
try. Because of the great importance this gives the corporation, 
a clear understanding of its mechanism and the method of its 
formation is essential to anyone interested in financial matters. 

An elementary consideration of the corporate system is given 
in the present chapter and is followed in succeeding chapters by 
a detailed discussion of capitalization and the adaptation of the 
corporate features to the varying requirements of financing. 

Variation of Corporation Laws 

The treatment of corporate matters in this and the succeeding 
chapters is of necessity general, as the requirements and possibili- 
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ties of corporate organization vary in the different states — ^not as 
to their main features, for these are in fair accord, but in regard 
to details. For instance, in California the freedom from liability 
for corporate debt ordinarily enjoyed by the holder of full-paid 
stock is partially denied; in Illinois and the District of Columbia, 
by-laws are made by the directors instead of, as is customary, by 
the stockholders; and in New York and a number of other states 
the issuance of shares of stock with no par value is permitted. 

For the most part, as suggested, these variations in the cor- 
poration laws of the different states are in minor matters. It 
must, however, be borne in mind that they do exist, and when the 
organization of a corporation is contemplated the statutes of the 
particular state in which it is to be organized and of any other 
states in which it will do business should be consulted, or, better 
still, an attorney should be employed who is familiar with the cor- 
poration laws of all the states. 

Formation of a Corporation 

The corporation in its present form is a modem evolution. 
Originally, business corporations were brought into being by 
charters granted by special action of the legislature of the state in 
which they were formed. Today in every state of the Union and 
in the District of Columbia as well, special laws have been passed 
under which, upon compliance with the required conditions, the 
proper authorities are empowered to issue charters. The issuance 
of such a charter— which is granted upon apphcation of the in- 
corporators, i.e., the parties actively interested — brings the cor- 
poration into legal existence. The corporate name, purposes, 
location, capital stock, duration, and other essential features are 
set forth in the incorporators' application, and if this apphcation 
is granted these features are embodied in and fixed by the charter. 
In most states the application itself is drawn in the form of a 
charter, and if it compHes with the statutory requirements and the 
proper fees are paid, is allowed as a matter of course, and is then 
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filed or recorded by the proper state ofl&cials as the charter of the 
corporation. 

In most states charters may be so drawn as to authorize the 
corporation to carry on more than one line of business. Usually 
the charter states the main business of the corporation and then 
further empowers it to carry on such other related or connected 
businesses or undertakings as may be necessary for the further- 
ance of this main business. Not infrequently " omnibus" charters 
give the corporation power to undertake practically every kind of 
business that might be carried on by an individual. 

Nature of the Corporation 

The corporation created by the granting of a charter is for all 
practical business purposes an individual, carrying on business- 
making contracts, and" suing or being sued in its own name. Its 
entity is entirely separate and distinct from that of its stockhold- 
ers, who may die or transfer their interests without affecting the 
corporation. This continuous existence is one of the character- 
istic advantages of the corporate form, enabling the corporation 
to conduct its business without the interruptions from death or 
withdrawals that affect the sole proprietorship and the partner- 
ship. 

The corporation is subject to the general laws of the land and 
of the particular state in which it is organized — known as its 
"home" state — just as is an individual, and is also subject to any 
special state laws made for the regulation of corporations. If it 
does business in other states — in which it is known as a "foreign" 
corporation — it must comply with the laws of these other states. 

The corporation must not only comply with all federal and 
state laws which affect it, but must also conform strictly to the 
provisions of its charter. Beyond this its stockholders adopt by- 
laws for its governance. These by-laws are subordinate to the 
charter, and both are subordinate to the laws of the state and 
nation. 
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Management of the Corporate Affairs 

The business and property of a corporation are managed by 
its board of directors. These directors are elected by the stock- 
holders and are controlled by the provisions of the charter and 
by-laws. The number of directors is often fixed by the state laws 
within certain limits — as not less than three nor more than thir- 
teen — but otherwise, or within these limits, by the charter or by- 
laws. The directors may only act in duly assembled meetings, 
and their decisions or instructions expressed in the form of mo- 
tions or resolutions are put into effect by the officers of the com- 
pany or by special agents appointed by the board of directors. 

Authorized Capital Stock 

From a practical standpoint the authorized capital stock of a 
corporation is nothing more than a formal permission or author- 
ization from the state to issue stock up to a specified amount. 
This amount, expressed in dollars — or as a certain number of 
shares, when shares of no par value are employed — ^is decided 
upon in the first place by the incorporators, is stated in their 
application for charter, and on allowance of the application be- 
comes the authorized capital stock of the new corporation. It is 
supposed to be the amount of stock necessary or convenient for 
the purposes of the company. 

Capital stock — or "stock," as it is generally styled — is sup- 
posed to be issued only for money, or property, or something else 
of value received by the company. In a conservatively managed 
company with shares of a specified par value, stock will be is- 
sued only for an actual equivalent, or "face," value; i.e., if a $ioo 
share of stock is issued it will be in exchange for $ioo of real value 
received by the corporation in cash, property, or services. 

On the other hand, in companies organized to carry on highly 
speculative enterprises, such as the development of a mining pros- 
pect, or the drilling of a wild-cat oil well, the capital stock is 
usually fixed at a very high figure and issued far in excess of the 
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existing or proved value of the property received in exchange. 
If such a company is successful, the value of its assets may reach 
the face value of its capitalization or even go beyond. Usually, 
however, the incorporators' original estimates are so liberal that 
the face value of the capitalization is seldom exceeded by the 
actual value of the corporate assets. 

Between these two extremes lies a wide range of corporate 
capitalization in which the value of the assets at the time the 
stock is issued is either unknown or does not equal the face value 
of the stock exchanged therefor. 

The capital stock when once fixed remains the same in amount 
during the life of the corporation, unless formally changed by an 
amendment to the charter, but this is not true as to the real value 
of the stock, which obviously depends upon the value of the cor- 
porate property — a value which may vary widely as the business 
of the corporation becomes more profitable or otherwise. 

All the capital stock of a corporation may be issued at the time 
the company is organized, or a portion may be reserved for sub- 
sequent issue. Stock issued and in the hands of outside parties 
is designated as "issued and outstanding." If issued stock comes 
back into the possession of the company by purchase or other- 
wise, it is still issued stock but is not outstanding. Issued stock 
in possession of the company is termed "treasury" stock. Un- 
issued stock is also at times loosely referred to as treasury stock. 

Shares of Stock 

The capital stock of a corporation is divided into equal parts 
called "shares." In most states the face or par value of these 
shares may be fixed at any desired figure. The most common par 
value is $100, though mining corporations are frequently or- 
ganized with shares of the par value of $1, and shares of the par 
value of $10 are frequent and becoming more popular. In a 
number of the states stock may be issued without any par value, 
each share then representing a proportionate interest in the net 
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assets of the corporation without reference to the value of this 
interest. Shares with no par value are discussed in detail in a 
later chapter. ' 

Stockholders 

When a corporation is organized, the stock, as stated, is issued 
in part or in whole in exchange for the money or other valuable 
considerations received by the corporation. The parties in whose 
names this stock is issued are thereby made stockholders and 
continue to be stockholders so long as they hold their stock or 
any part of it. These stockholders compose the company. Stock 
is transferable and those who acquire outstanding stock by pur- 
chase or otherwise become stockholders, and, as soon as the stock 
is transferred to their names, stockholders of record with all the 
rights of the original holders of the stock. 

The number of stockholders in a corporation is rarely less than 
three, though occasionally one or two stockholders will own or 
hold the entire stock of a corporation. There is no maximum limit 
to the number of stockholders. The stockholders — common and 
preferred — of the Pennsylvania Railroad Company mmiber over 
125,000; of the United States Steel Corporation, over 175,006; of 
the American Telephone and Telegraph Company, almost 140,000. 

The interests of a stockholder in his corporation are measured 
strictly by the amount of stock he holds. If a company is capital- 
ized at $100,000, all common stock, and this stock is all issued, 
the owner of $10,000 of the stock holds a one-tenth interest in the 
company, is entitled to one- tenth of the profits, and is also entitled 
to cast one- tenth of all the votes that may be cast at stockholders' 
meetings. 

Relation of Stockholders to Directors 

The stockholders, as already stated, elect directors by whom 
the corporation is controlled, and the directors in their turn elect 
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officers by whom the company's affairs are directly managed. 
The stockholders have no power to interfere with the directors in 
their legitimate management of the corporate business — even 
though this may not meet the stockholders' approval — save by 
amendments to the charter, by the enactment of by-laws, or, at 
the next election, by voting in a new board of directors. The 
profits of the corporate business — and only the profits— are paid 
to the stockholders in the form of dividends, when and to such 
amount as the directors decide. The amount of the dividend 
paid to each individual stockholder is in proportion to his holding 
of stock. The directors may, as stated, divide the corporate . 
profits among the stockholders in the form of dividends, but, 
except as to these profits, they are, in every state of the Union, 
prohibited by law from returning the corporate assets to the 
stockholders in whole or in part, as dividends or under any other 
pretext, unless the company is brought to an end by the termina- 
tion of its charter period, or by formal dissolution. 

Common Stock — Preferred Stock 

Unless otherwise expressly provided in somfe maimer recog- 
nized by law, all the stock of a corporation is on an equality and 
is called "common" stock. Each share of this common stock 
carries the right to one vote at stockholders' meetings, also the right 
to participate on the same basis as every other share of common 
stock, in dividends and in the assets of the company on liquidation. 

By following the procedure prescribed by the laws of the state 
in which the corporation is formed, it is possible to create another 
class of stock with special rights and if desired, with special limi- 
tatibns. Such stock is known as "preferred" stock. Its special 
rights almost always take the form of preferred treatment as to 
dividends; also such stock usually enjoys a preference in the dis- 
tribution of assets in case of dissolution. Its usual limitations are 
a restriction of its dividends to a specified amount and a denial 
of the voting right to its holders. 
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Just what rights are to be given and to be denied the preferred 
stock is a matter to be settled in each case by the conditions. 
The state laws must first be consulted to ascertain what is per- 
missible. Within these limits the wishes of the incorporators 
prevail. Preferred stock, as stated, is always given some prefer- 
ence as to dividends. Frequently, it is denied the right to vote; 
occasionally it participates with the common stock in all dividends 
after its preferred dividend has been paid; more commonly it is 
provided that the preferred stock shall participate in dividends 
equally with the common stock after the common stock has re- 
ceived a dividend to the amount of that received by the preferred. 
Frequently, however, the preferred stock is limited strictly to its 
preferred dividend, receiving no further dividends for the current 
year no matter what profits are divided among the common 
stock. It is usually provided that in case the corporation is 
liquidated the preferred stock shall be paid in full out of the com- 
pany's assets before the common stock receives anything. 

The courts in some cases have held that preferred stock, in 
addition to its special rights, has every right enjoyed by common 
stock, unless such rights are expressly denied. Where this r ulin g 
holds, preferred stock, unless otherwise specifically provided in 
the provisions creating it, will after the receipt of its preferential 
dividends participate equally with the common stock in any 
further dividends paid and will also have the voting right. The 
rights to be given preferred stock and any common stock rights 
to be withheld from it should therefore be clearly stated in the 
provisions by which it is created. ' 

Cumulative and Non-Cumulative Dividends 

A preferred dividend may be cumulative or non-cumulative. 
The directors can never be forced to declare a dividend on either 
preferred or common stock if in their opinion the profits do not 

» For a further discussion of preferred stock, see Chapter XXXIV, "Special Adapta- 
tions of Corporate Mechanism— Preferred Stocks and Bonds; Protection of Minority." 
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justify such payment. When, however, profits do exist sufficient 
to justify dividends, the directors must, if the preferred dividend 
is cumulative, pay the regular preferred dividend and all arrears 
before any dividends may be paid on the common stock. If the 
dividend is non-cumulative the preferred dividend must still be 
paid before any dividend can be paid that year on the common 
stock, but if in any year the profits, in the opinion of the board of 
directors, do not justify the payment of the preferred dividend, 
in part or in whole, the amount unpaid lapses and is lost abso- 
lutely to the preferred stockholders. Next year the profits may 
perhaps be ample to pay the preferred stock dividend and also 
large dividends on the common stock, but the preferred stock 
receives only its dividends for that year. The unpaid dividends 
of previous years are lost to it forever. A cumulative preferred 
stock is obviously much the better form of investment. 

Stock Certificates 

When stock is sold, stock certificates are given by the cor- 
poration to the purchaser, whereon it is stated that the party in 
whose name the certificate is issued is the owner of the specified 
number of shares. Such a certificate is merely an evidence of 
ownership and might be lost without affecting the owner's rights 
as a stockholder, i.e., the right to receive notice of and to attend 
meetings of stockholders, to vote thereat, and to receive dividends 
when dividends are declared. If any of these rights are ques- 
tioned his status as a stockholder can be determined by reference 
to the stock books of the corporation. He caimot be denied his 
rights because he cannot or wiU not produce his stock certificate. 

There are times, however, when the stock certificate is neces- 
sary. Thus when a stockholder sells his stock he assigns his 
certificate to the purchaser, who by appHcation to the proper 
officers of the company and by the surrender of the assigned cer- 
tificate can secure a new certificate in his own name. The certifi- 
cate is then requisite, as a corporation will not make the transfer 
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of stock without the surrender of the certificate of ownership. 
If a certificate is lost the owner may secure another certificate 
from the corporation, but this usually entails much trouble. In 
such cases a bond of indemnity is customarily required from the 
stockholder before the new certificate will be issued. 

Payment for Stock — Liability on Unpaid Stock 

The laws of most of the states provide that when a corporation 
has not received, nominally at least, full par value in exchange for 
its issued stock, the parties to whom this unpaid or partially paid 
stock has been issued are Hable for the difference between the 
amount actually paid on such stock, and its par value. Thus if a 
share of stock of the face value of $ioo is issued for $50, the party 
receiving this share is liable for the further amount of $50, which 
may be demanded either by the corporation, unless otherwise 
expressly agreed between the corporation and the purchaser, or, 
regardless of any agreement between the corporation and the 
purchaser, by any unpaid creditor of the company. On the other 
hand the holder of full-paid stock of a business corporation — as 
distinguished from a financial corporation for which the rule is 
somewhat different — ^is not liable for debts incurred by his cor- 
poration. This freedom from liability for the debts of the 
corporation enjoyed by the holder of full-paid stock is one of the 
great advantages of the corporate form of organization. 

When a corporation is organized to develop or conduct a new 
enterprise, its stock is usually issued in whole or in part in ex- 
change for the invention, mine, business, or other more or less 
valuable property which forms the basis of the, undertaking. If 
the property represents any adequate value — "in the judgment 
of the directors," as the law reads in many states — the stock 
issued in payment is thereby made full paid and non-assessable, 
and the recipients or subsequent purchasers of such stock are 
reUeved from any further obligations as fully as if payment had 
been made in cash. 
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Also when stock is not purchased from the corporation, but 
from some individual owner or from some brokerage house, and 
the stock certificates are marked "Full Paid" and no contrary 
representation is made, and the purchaser buys it in good faith, 
i.e., without knowledge of a liability against the stock he pur- 
chases, he cannot be held even though his stock was not in fact 
full paid. 

Treasury Stock 

When a corporation is formed to take over an enterprise, its 
stock, as stated, is usually issued in exchange for the more or less 
valuable property acquired for business purposes. If so agreed 
by the interested parties, a portion of this full-paid stock may be 
— and in the case of a speculative undertaking usually is — re- 
turned to the treasury to be sold for the purpose of providing 
working capital. The stock turned back or donated to the 
treasury is still full paid and the corporation may therefore sell it 
for any price it can get and the purchasers will not incur any 
obligation beyond the purchase price, even though this may be 
only a half or a quarter of the stock's face value. 

Stock turned back into the treasury of a company in the 
manner suggested, or purchased or otherwise secured by the com- 
pany, is, as before stated, known as " treasury " stock. The term 
is also frequently and loosely applied to unissued stock, i.e., stock 
authorized, but which the corporation has not yet seen fit to issue. 

Corporate Bonds 

If a corporation wishes to borrow money it may do so on its 
note, as an individual would. If, however, the loan is large in 
amount it is usually effected by means of bonds. These are 
practically a formal series of corporate notes occasionally un- 
secured, but usually secured by some or all of the property of 
the corporation according to the terms of the mortgage, or, as it 
is commonly termed, "deed of trust." Coupons, each entitling 
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the owner to the specified annual or, as is more usual, semiannual 
interest payment, are attached to the bonds. When interest is 
due, the coupon representing that interest payment is clipped 
from the bond and presented for payment at the oflSce of the 
company, or more often at a specified bank, trust company, or 
banking house which has been designated as the company's fiscal 
agent. The detached coupon thus serves as a voucher, entitling 
the presenting party to receive the interest, and the same coupon 
when surrendered serves as a receipt for the interest that has 
been paid. 

Majority Control 

An objection to the corporate system of voting and manage- 
ment is the fact that if any one man or group of men can secure 
control of 51 per cent of the voting stock they can, under the usual 
plan of voting, elect the entire board of directors. Through this 
board they can then manage — or mismanage — the corporate 
business to suit their own ideas, so long as they do not run counter 
to the law. Long before the limits of the law are overstepped the 
interests of the minority stockholders may be so seriously affected 
as to make their investments practically worthless. Thus the 
company affairs may be so mismanaged that no profits are made; 
or, if profits are made, they may be diverted into payment of 
large salaries to officials, or diverted to subsidiary corporations 
in which those in control have a larger proportionate interest, or 
may be wasted in useless experiments or futile expenditures, or 
may be piled up unnecessarily as surplus instead of being declared 
as dividends. 

Under any ordinary circumstances the minority stockholders 
cannot prevent the majority from controlling the corporation, nor 
would it be proper that they should. Control by the majority 
may perhaps be a menace to the interests of the minority — at 
times it undoubtedly is — but the same menace exists in any form 
of business organization. The majority must and always will rule. 
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In the corporation, however, the absolute power of the majority 
may be so modified by charter and by-law limitations and may 
be kept under such surveillance by provisions for minority repre- 
sentation on the board, that the risk to the minority is largely or 
wholly removed. The system of cumulative voting and other 
corporate adaptations and arrangements whereby minority in- 
terests may be protected and minority representation on the 
board may be most certainly and easily secured are discussed at 
some length in subsequent chapters. ^ 

General Advantages of the Corporate Form 

While the corporation possesses many advantages as a form 
of business organization, the most obvious and perhaps the 
greatest of these is that already referred to — the freedom it offers 
to stockholders from liability for the corporation's debts. A 
purchaser may acquire a single share or a hundred shares of stock 
in a corporation with the assurance — if the stock is full paid — 
that no matter what happens to the enterprise he cannot lose 
more than the amount he has paid for his stock — he cannot be 
involved beyond the loss of his investment. 

Another important advantage of the corporation is the con- 
venience and flexibility of its mechanism. It is effective for a 
small business with a few thousand dollars capital and three or 
four stockholders. It is equally effective for the great industrial 
and commercial organizations of the present day with their 
millions of capital and their thousands and even hundreds of 
thdusands of stockholders. 

Features of the corporate form to which its effectiveness for 
business purposes is largely due are its distinct legal entity for all 
business purposes, the permanence of its organization whereby 
its members may come or go — may buy in or sell out — \^hile the 
corporation goes on unaffected; the convenient representation of 
the different interests in the corporation by transferable shares, 



3 chapters XXXIV and XXXV, "Special Adaptations of Corporate Mechanism." 
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and its representative form of government. Almost any desired 
business conditions may be effectively provided for and main- 
tained by the proper adaptation of the corporate mechanism. 

Without the use of the corporation — or some effective sub- 
stitute — the vast extension of modern business could not have 
been effected. "Although merely an immaterial form, it has 
nevertheless wielded an economic and social influence greater 
than any other purely conceptual entity of the last century. The 
contribution of the corporation to the evolution of the form of 
modern industry has been no less potent than that of machinery 
to its technique."'' 



*■ Dewing, "Financial Policy of Corporations.'! 
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CAPITALIZATION OF AN ENTERPRISE 



CHAPTER XXIV 

LAWS AFFECTING CORPORATE CAPITALIZATION 

Nattire of Capitalization 

The term "capitalization" as employed in connection with 
the corporation is frequently used to designate the sum total of 
its outstanding stock at its par, or face, value, and of any bonds 
or similar securities issued by the corporation and then outstand- 
ing. For the purposes of the present volume the term is employed 
in its more popular sense to indicate the capital, stock of the cor- 
poration, that is, the amount of stock which it is authorized to 
issue. This includes common stock and preferred stock, whether 
issued or unissued, but does not include bonds or any other cor- 
porate obligations. 

Capitalization is a necessary feature of incorporation. In 
every state of our country the laws providing for incorporation, 
either directly or by implication, require the corporation to have 
a specified capital stock. The amoimt of this capitalization, or 
capital stock, is in most states of the Union stated in and fixed 
by the charter of the corporation. Primarily, however, it is 
determined by the parties who have the incorporation in charge 
before application is made for a charter. It therefore represents 
the amount of capital stock which the incorporators deem ne- 
cessary for the successful operation of the enterprise under the 
corporate form, or the amount of stock upon which, in their judg- 
ment, it can pay dividends. If they capitalize their corporation 
at $250,000, presumably they either consider this amount of 
stock requisite for the purposes of the undertaking, or believe 
that dividends can be paid upon that amount. 

In fixing the capitalization of an enterprise, the incorporators 
have wide discretion. They wUl, of course, be governed by the 
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conditions surrounding the particular enterprise; usually some 
limitations are imposed by law. 

Laws Limiting Capitalization 

Laws expressly affecting the amoimt of capitalization are few. 
Practically the only ones of importance are those fixing a mini- 
mum capitalization. Thus in Minnesota the capital stock must 
not be less than $10,000, in Louisiana the ordinary business cor- 
poration must have a capital stock of at least $5,000, and in New 
Jersey the capital stock may not be less than $2,000. Laws of 
this nature exist in many states of the Union. A maximum is also 
found in some few states — as in Michigan where the capitaliza- 
tion may not exceed $50,000,000 — but the number of these states 
is so small and the capitalization allowed is so hberal as to make 
the whole matter one of small moment. 

Laws Requiring Payment of Stock 

In practically all the states laws exist requiring full pajnnent 
of all issued stock, that is, every doUar of outstanding stock must 
represent a doUar of value actually received by the corporation. 
In most of the states the effect of these laws is minimized by the 
provision that stock may be full paid by property or service if the 
property or service is, in the judgment of the directors, a fair 
equivalent for the stock. In some few states, however, the laws 
requiring full payment of stock are enforced and provide an effec- 
tive limitation on the capitaUzation of corporations organized in 
these states. 

In many states, in addition to the provision for full payment 
of stock, a certain proportion of the capital stock must be paid 
in — that is, payment must have been made to the corporation or 
on account of the corporation for the specified amount of stock— 
and such payment must be made either prior to incorporation, or 
before the corporation commences business, or within a certain 
time thereafter, according to the requirements of the particular 
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state. Thus in the District of Columbia not only diy^t^i^fc'ii^e 
capital stock be subscribed, but lo per cent must be^cmally 
paid in in cash before the charter may even be filed, and such pay- 
ment must be evidenced by the sworn statement of the persons 
named in the charter to constitute the first board of trustees, and, 
in addition, by the certificate of the banking or trust company in 
which the cash has been deposited. In Illinois one-half the capital 
stock, or $5 on each no-par value share, must be actually paid in 
before the corporation may begin business. In Georgia lo per 
cent of the capital stock must be paid in before the corporation 
can exercise the privileges granted by its charter. In New York 
one-half the capital stock must be paid in within one year of 
incorporation. 

It is obvious that under the rigorous requirements of the Dis- 
trict of Columbia, the amount of capitalization of any particular 
corporation will be limited to a fairly conservative figure. In the 
other states mentioned — and in most of the states in which such 
laws exist — the severity of their requirements is, as before stated, 
mitigated by the fact that payment may be made in property or 
in services. However, the mere fact that certain payments must 
be made on or before certain times naturally tends to place some 
hmit upon capitalization. 

Organization and Franchise Taxes 

Again, in most states before a corporation may be organized, 
a state fee or tax proportioned to the amount of capitalization 
must be paid, and thereafter annual franchise taxes based on 
capitalization are levied. For instance. New Jersey requires an 
incorporating fee of 20 cents for each thousand dollars of capitali- 
zation — ^minimum fee $25 — and thereafter an annual franchise tax 
is levied, amounting on capitalizations of less than $3,000,000 to 
$1 for each $i,coo of stock outstanding. Taxes of this kind 
mount up rapidly and in practice have a very material effect in 
limiting capitalization. 
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Federal Tax Laws 

The income tax is purely a tax on income and has no necessary 
effect on capitalization. The capital stock tax, which is levied 
on the fair average value of the capital stock, may have some 
little effect in the direction of conservatism, while the excess 
profits tax, which is levied on profits after deduction of 8 per cent 
on the invested capital, has a direct and material effect on capi- 
talization, its trend being toward inflation. The effect of these 
two laws is considered in more detail below. 

I. Federal Capital Stock Tax. The capital stock tax is a di- 
rect tax levied on the value of the stock of every ordinary busi- 
ness corporation actively engaged in business in this country. 
The rate is $i for each full $i,ooo of the fair average value of 
the capital stock for the preceding year in excess of the exemp- 
tion of $5,000. 

It is interesting to note the three methods of valuation re- 
cognized by the treasury regulations for determining the fair 
average value of the capital stock. This may be: 

1. The value as shown by the books of account 

2. The market value 

3. The value as shown by a capitalization of the earnings 

Under the third method a "tentative determination of the 
fair value of the capital stock is arrived at by capitalizing the net 
earnings of the corporation on a percentage basis fixed by its 
ofl&cers as fairly representing the conditions obtaining in the 
trade and in the locality." ^ But the regulations further provide 
that the "fair value" so determined must not be less than the 
book value of the stock, or the market value of the stock, unless 
the corporation is materially affected by extraordinary conditions 
which justify a lower figure. 

While the tax is nominally a capital stock tax, it is really of 
somewhat indeterminate nature. Under the third inethod of 



' Treasury Regulations so, Article 102. 
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determining the basis of taxation, the amount upon which the 
tax is assessed would be the capitalization of the company if 
based on earning power. If assessed on the book value of the 
corporate stock, it would usually be a very different, and, in many 
cases, a much lower figure. If determined by the market value, 
it would again be a third different amount which might be greater 
or less than that found by the other methods. The Treasury 
officials, however, "play a safe hand," for while the three bases 
for determining the "fair average value of the capital stock" are 
prescribed, they reserve to themselves the right to select the one 
which will produce the greatest tax. 

The general effect of the capital stock tax is towards conser- 
vatism — more as to valuations, however, than as to the actual 
amount of capital stock. The less the apparent earning power, 
the less the market value of the stock; the less its book value, the 
. lower the capital stock tax. 

2 . Federal Excess Profits Tax. At the worst the capital stock tax 
is not very serious and its operation is so indefinite as to give it but 
little weight in fixing capitalization. The excess profits tax, on 
the other hand, is a grinding and relentless tax tending definitely 
to the inflation of capitalization and to other very undesirable 
ends. In the latter part of 1919, the Secretary of the Treasury 
in his annual report recommended either elimina;tion or reduction 
of the excess profits tax on the grounds, among others, "that it 
encourages wasteful expenditure, puts a premium on over- 
capitalization and a penalty on brains, energy, and enterprise, 
discourages new ventures and confirms old ventures in their 
monopolies." 

The effect of the excess profits tax on capitalization, though 
very definite, is indirect, as it is not levied on capital stock but 
on profits after: 

1. A specific exemption of $3,000. 

2. An exemption of 8 per cent on the invested capital for the 

taxable year. 
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It is the second exemption and the method of computing the 
tax, which also utilizes "invested capital," that gives the excess 
profits tax its influence on capitalization. Invested capital is not 
necessarily the same as capitalization, but there is always a pre- 
sumption that they are the same, and the direct tendency of the 
excess profits tax is therefore to encourage the largest possible 
capitalization that can in any way be justified on the basis of 
value. As the rates of the tax are onerous — 20 per cent of the 
amount of the net income in excess of the exemptions "and not 
in excess of 20 per centum of the invested capital, and 40 per 
centum of the amount of the net income in excess of 20 per cen- 
tum of the invested capital " — the incentive to capitalize at the 
highest possible figure is very strong. 

This high capitalization is desirable on two accounts: (i) to 
secure the direct 8 per cent exemption, and (2), to make the first 
20 per cent of the income cover as large a sum as possible as the 
tax doubles on all profits in excess of 20 per cent. 

The excess profits tax unquestionably has, as the Secretary of 
the Treasury states, "led to much overcapitalization." When the 
capital stock of the Armour Company of Chicago was recently 
increased from $210,000,000 to $400,000,000, it was explained 
that this was to correct the relation between taxes and profits 
resulting from the former "undercapitalization." 

It is hard — very hard — to convince the federal authorities that 
a corporation is undercapitalized, i.e., that its invested capital is 
greater than its capitalization. It is not so hard to convince them 
that a large capitalization is a just measure of the invested capi- 
tal. So long as this is the case and the heavy excess profits tax 
exists in its present form, capitalization will tend to large figures. 

3. Preferred Stock and the Federal Excess Profits Tax. Another 
phase of the excess profits tax is brought out in the following 
quotation.^ The company discussed is the Standard Oil Com- 
pany of New Jersey. 

" The Financial World, New York, July 19, 1920. 
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Preferred Issttes Save Taxes. The issuance of $ioo,ooo,cxx3 7 per 
cent preferred stock in 1919 and a corresponding amount this year 
is decidedly to the advantage of the common stockholders for two very 
important reasons. 

First, under the income tax law (excess-profits tax law) a corpora- 
tion in figuring its surtaxes is permitted to deduct 8 per cent upon its 
invested capital before computing the amount of taxes payable. 
Preferred stock is considered as invested capital and a deduction of 8 
per cent indicates that Jersey saves more than enough to pay the 7 per 
cent dividends on its preferred stock. 

This feature of the tax laws was principally responsible for the de- 
termination of so many corporations to issue preferred stock within 
the last year or two, and although Jersey's management was among 
the first to realize the financing possibihties of the situation, yet the 
company did not take advantage of it until last August. 

The second important reason why the common stockholders bene- 
fit from the preferred stock issues is the additional profits which the 
company can earn with the new capital. If the saving in taxes more 
than provides for the 7 per cent dividend requirements it would appear 
then that the money which otherwise would be paid in taxes amply 
takes care of the fiixed charges, thereby giving the common stock 
benefit from the enlarged earning power without cost. 

While all this is true it must be remembered that preferred 
stock dividends come from profits on which taxes must be paid by 
the corporation, and when these profits reach the stockholders in 
the form of dividends they are subject to the surtax; also that the 
"new capital " will presumably increase earnings — as otherwise it 
is not worth while — and that these increased earnings must be 
largely surrendered to the government in the form of excess 
profits taxes. 

4. Capitalization of Good-Will as Affected by Federal Excess 
Profits Tax Law. The excess profits tax law, section 326 (a), 
subdivision 5, provides, "That as used in this title the term in- 
vested capital for any year means . . . 

Intangible property bona fide paid in for stock or shares on or 
after March 3, 191 7, in an amount not exceeding (a) the actual cash 
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value of such property at the time paid in, (b) the par value of the 
stock or shares issued therefor, or (c) in the aggregate 25 per centum 
of the par value of the total stock or shares of the corporation out- 
standing at the beginning of the taxable year, whichever is the lowest: 
Provided, That in no case shall the total amount included under para- 
graphs (4) and (5) exceed in the aggregate 25 per centum of the par 
value of the total stock or shares of the corporation outstanding at the 
begirming of the taxable year. 

Under this provision if the "invested capital" is to be the 
same as the par value of the outstanding stock, the good-will and 
other intangibles cannot exceed 25 per cent of the total capitaliza- 
tion. The federal authorities of course have no power to force 
capitalization on this basis, but for purposes of federal taxation 
it is advantageous for capital stock to represent approximately 
the value of the invested capital — at the time of incorporation, at 
least — and in this way the law has had some effect on capitaliza- 
tion. It is obvious that any such valuation of good-will would 
effectually prevent the plan of capitalization so much in vogue 
with the larger combinations and reorganizations, where the 
tangible assets are represented by preferred stock and the in- 
tangible assets — in hand, or anticipated — are represented by 
common stock. For instance, in the capitalization of the Endi- 
cott- Johnson Company, referred to elsewhere, ^ good-will was 
arbitrarily valued at $7,000,000, an amount entirely inadequate 
under the usual methods of capitalization. 

In some cases good-will has a cash value many times greater 
than the total tangible asset of a prosperous business and its 
limitation in the capitalization of such a business to 25 per cent 
of the par value of the capital stock is illogical and absurd. 

General Effect of Laws Bearing on Capitalization 

While state laws affecting capitalization directly or indirectly 
do exist and must be borne in mind when capitalization is under 

3 Chapter XXIX, " Capitalization Based on Present Values." 
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consideration, their requirements are in most of the states reason- 
able. Even the direct laws expressly prescribing the minimum 
and maximum capitalizations impose no serious hmitation on the 
ordinary corporation; while the laws requiring full payment of 
capital stock and payment of some proportion on or before a 
certain time are in most states so indefinite in wording, or so 
slackly enforced, or so modified by provisions for payment in 
property or services of uncertain value, as to be of but little real 
effect. Further, excessive incorporation fees, franchise taxes, 
and any other requirements as to capitalization found too rigor- 
ous in one state are always to be avoided by incorporation in 
some more hberal state. 

In practice, then, it may be said broadly that the state laws 
affecting capitalization impose material restrictions upon its 
amount in but few cases, and that while these laws must be 
considered, they will not as a rule be found either an insuperable 
bar or even a serious obstacle to any capitalization that may be 
reasonably desired. The Ford reorganization was forced out of 
Michigan by the statutory limitation of capital stock to $50,000,- 
000, but it is perhaps the first corporation that has found the re- 
striction sufficiently serious to justify a migration. Another 
state was readily found in which the desired capitalization could 
be had. 

When we come to the federal laws, the excess profits tax law 
is the only law that has any material effect on capitalization, but 
this does have a distinct influence tending strongly to overcapitali- 
zation. Also its refusal to recognize a capitalization of good-wiU 
in excess of 25 per cent of the total capital stock of the company, 
while perhaps necessary, is unreasonable and does work a serious 
hardship in some cases. The intangible values of a business are 
not infrequently its largest values and are quite as real a value 
as any of its property assets. The repeal of this law in the near 
future is probable. 



CHAPTER XXV 
CONDITIONS AFFECTING CAPITALIZATION 

Functions of Capitalization 

When an enterprise is incorporated its capitalization may 
have two entirely distinct functions: 

1. To measure the value of the enterprise. 

2. To apportion the respective interests of the owners of the 

enterprise. 

These two functions are independent of each other, but both 
of them may be, and frequently are, exercised at the same time. 
Speaking generally, capitalization always serves as a means of 
apportioning interests and usually, though not by any means in- 
variably, it serves also as a measure of value. 

To illustrate, a partnership business owned by three partners 
and valued at $100,000 is to be incorporated. One partner owns 
a half-interest in the business and the other two own a one-fourth 
interest each. Unless special conditions exist, the capitalization 
of the corporation would naturally be fixed by the value of the 
enterprise at $100,000. The capitalization is then a measure of 
the value of the enterprise. 

The capital stock of the new corporation is presumably all 
common stock, divided into shares of equal value. In the ordin- 
ary course of procedure in such an incorporation each partner is 
given the proper number of shares to represent his interest. If 
the shares are of the par value of $100 each, there will be 1,000 
shares in all, of which the first partner will receive 500 and the 
second and third partners 250 each. That is, their interests, 
instead of being represented by fractions as before, are now repre- 
sented by shares of even value, and the capitalization not only 
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represents the value of the enterprise, but serves as a convenient 
means of apportioning or representing the interests of the owners. 

Suppose, however, that the partners, for reasons of policy or 
expediency, desire a smaller capitalization and decide upon 
$50,000 as the proper amount. The laws never interpose any 
obstacle to capitalization below the real value of an undertaking, 
and such a proceeding would be entirely within the discretion of 
the partners. The smaller capitalization is, however, no longer a 
measure of the value of the enterprise, though still to the same 
extent as before a convenient means of apportioning the respective 
interests of the former partners. In other words, the function of 
capitalization as a measure of value has been subordinated to more 
important considerations, and is lost, but the other function — 
that of an apportionment of interest — still exists in full measure. 

That this is true is shown by a very brief consideration. Under 
the capitalization of $50,000 — shares being still $100 each — the 
first partner would have 250 shares, the second and third partners 
125 shares each. The number of their shares is changed, it is 
true, but the capitalization being correspondingly changed, their 
proportionate holdings and their interests in the business and in 
its profits are the same. The first partner still has a half-interest 
and the other two still have one-fourth interests as before. If at 
the end of the year profits of $10,000 are declared as dividends, 
under the first capitahzation the former partners will receive a 
10 per cent dividend, amounting for the first partner to $5,000 
and for each of the others to $2,500. Under the second capitahza- 
tion the profits will afford a 20 per cent dividend, but the amounts 
received by the partners will again be $5,000 for the first and 
$2 , 500 each for the other two. The basis of calculation is different, 
but the results are the same. 

The " Value Idea " in Capitalization 

The laws governing the organization of corporations — save 
those providing for shares of no or unspecified par value — undoubt- 
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edly contemplate an initial equality between the issued capital 
stock of a corporation and its corporate assets — in other words, 
they demand that the enterprise shall be capitalized on the basis 
of value. 

The Secretary of State of New York, in a recent statement 
referring to full-payment of stock expressed the idea very clearly. 
" It was certainly never the intention of the legislature to permit 
the issup of shares having a designated par value without requir- 
ing that the corporation have the equivalent of the par value of 
such shares in its treasury before beginning business. Or, if the 
corporation does not receive a full quid pro quo at the time the 
shares are issued, without annexing to such shares the stock- 
holder's personal liability for the amount representing the differ- 
ence between the sum actually paid to the corporation for the 
shares and their par value." That is, every doUar of issued stock 
must represent a dollar of value received by the corporation, or to 
be received should the corporate necessities require it. 

In practice, however, the laws regulating capitalization are 
too often evaded, or compliance is nominal, and in consequence 
frequent and wide discrepancies between the issued capital stock 
and the corporate assets are foimd from the very day of incor- 
poration. The value of these assets is professedly taken as the 
basis of capitalization, it is true, but this value is too often deter- 
mined by the hopes or imaginations of the incorporators rather 
than by a fair appraisal. 

Effect of the " Value Idea " in Capitalization 

The requirements of the laws as to full pa3Tnent of capital 
stock are an attempt to meet the existing popular demand that as 
corporate capitalization is expressed in terms of value it shall be 
based on values. The law insists — somewhat weakly, it must be 
confessed — that there shall be some initial cormection at least 
between the value of an enterprise and the nominal value of its 
issued stock. The public, in spite of many and grievous dis- 
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appointments in the purchase of stock, goes further and insists 
that there really is some such connection. 

The fact that the nominal value of stock is expressed in terms 
that directly convey an idea of definite value is responsible for the 
popular belief on this subject. If the idea of value were dropped 
— as is done with shares of no par value — and shares in an enter- 
prise were merely offered as parts of the whole, the question could 
not arise. Even at the time a company is incorporated, it could 
hardly be insisted that some definite amount of property must be 
received by the corporation for every share issued if no definite 
value were assigned to either the share or the enterprise. The 
only claim then made for the share would be that it represented 
a clearly defined proportion of the whole, and no statement as to 
its value being made, no definite value behind the share could be 
required. ' Under these conditions, if stock were offered for sale 
the principle of caveat emptor would properly control and its 
value be determined by the same methods that are used to deter- 
mine the value of any other property offered for sale. 

For listed stocks and even curb stocks, the exchanges offer 
quotations which represent current selling values regardless of 
whether the stock is of no par value or otherwise. There is no 
such easily obtainable valuation for stock not quoted on any 
exchange. If then such an enterprise were represented by 500 
equal shares of no par value and a man were offered one of these 
shares, or in other words, 1/500 of the net worth of the enterprise, 
for some certain sum, say $100, he would, if interested, at once 
begin an investigation to determine whether this share was worth 
$100, just as he would look up the value of a horse or a cow or any 
other article he wished to purchase. 

When, however, the same man is offered a share of unquoted 
stock stated in the certificate to be "of the par value of $100, " 
he may still investigate the offering to determine the true value of 
the stock, but he not unnaturally proceeds on the assumption 

' See Chapter XXXIII, " Shares Without Par Value." 
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that if the certificate says it is of the value of $ioo, it must be of 
that value unless otherwise expressly stated or understood, and 
that if it is not, the corporation issuing the share must be either 
more or less of a failure, or more or less of a fraud. 

Such judgment is neither unjustified nor harsh. The public 
recognizes the fact that stock may rise in value if the enterprise 
is successful, or fall if it is not, but in spite of this, as the share 
purports to be of a certain money value, the public not unreason- 
ably demands that at the time of issue at least this professed 
value shall be its real value. 

Value Variations Between Capital Stock and Corporate Assets 

The laws, insistent though they are as to the initial equality 
between capitalization and the corporate assets, defer to the 
superior authority of economic laws and do not attempt to carry 
this equality beyond the initial point. The only effort in this 
direction is the law found in all the states, that dividends must 
not be paid out of capital. The capital assets may be lost, stolen, 
or expended unwisely, but they may not be distributed among 
the stockholders, save in event of the dissolution of the corpora- 
tion. 

In practice the equality of value between the corporate assets 
and the issued stock of a corporation, though it should and may 
exist at the time of incorporation, does not, as already stated, 
continue to exist thereafter. On the contrary, the relation be- 
tween the two varies with every vicissitude of the business. This 
is so because the capitalization is a fixed amount only to be 
changed by formal procedure, while the value of the enterprise 
is an easily variable amount, changing with every success or 
reverse of the incorporated enterprise. 

For instance, if the partnership referred to earlier in the 
chapter is incorporated for $100,000, the actual value of the 
business at the time of incorporation, the capital stock is equal to 
and measures the net value of the corporate assets. If the follow- 
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ing year be a prosperous one, the net profits of the new company- 
might perhaps amount to $10,000, which, unless withdrawn from 
the business, increase the company's net assets by that amount. 
Then while the capital stock is still $100,000, the net value of the 
corporate assets are $110,000, and the capitalization is no longer 
an exact measure of value. Or, conversely, this same company 
might experience disastrous reverses and lose half its entire net 
assets. Then the net value of the business would be but $50,000, 
and the capitalization remaining as it does at the original figure, 
$100,000, again faUs as a measure of value. 

In a stock with a ready market these variations between the 
value of the enterprise and its capitalization are supposed to be 
reflected with more or less accuracy in the market quotations. 
While these quotations do indicate with precision the current 
selling price of the stock, they are not to be trusted as an indica- 
tion of the real underlying value of the enterprise. Opinion, 
prejudice, public favor or neglect, a bear attack, a stock pool, or 
some entirely unrelated happening, while not directly affecting 
the corporate assets in any way, may affect materially the quo- 
tations of a listed stock. Sometimes prices change without any 
assignable cause. So true is all this that in the case of a stock 
with a ready market, as well as in the case of one without, the 
real relations between capitalization and the value of the enter- 
prise can be determined only by an investigation of the enterprise 
itself. 

Inaccuracies in Value Capitalization 

While the initial capitalization of an enterprise with shares of 
specified par value should be based on the actual values involved, 
close accuracy is often impossible when the undertaking is of a 
speculative nature. Variations within limits, however, are not 
serious. In case of a material overcapitalization of an enterprise 
to be financed, the promoters will find well-informed investors 
wary of the offering, and to overcome this reluctance they will 
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be forced to increase the inducements. In case of a material 
undercapitalization the same face value of stock would probably 
have to be given for the needed funds as would be given if the 
corporation were more justly capitalized, which is in effect paying 
more for the money. Of the two, if within the bounds of modera- 
tion, a capitalization in excess of the present values is usually 
preferable. 

Value as a " Building " Basis 

Usually in the incorporation of a new enterprise, and fre- 
quently in the incorporation of a going concern, the existing value 
of the enterprise is used only as a basis upon which to build. 
Present necessities and requirements must naturally be met, but 
future needs and future profits must also be provided for, and as a 
result the capitalization actually fixed upon, though on the basis 
of value, is far in excess of the immediate worth of the enterprise. 

For example, an inventor may have perfected and patented 
a new form of dry battery and be desirous of securing capital for 
its exploitation. The battery is not only available for all the usual 
purposes of a dry cell, but costs less to construct and lasts longer 
than those already on the market. The use of dry cells is large 
and is constantly increasing, and the value of the new battery, if 
the inventor's claims are correct, is considerable. 

For a basis of capitalization the present value of the patents 
under which the battery is held might serve. This value would, 
however, be difl&cult to determine, and the inventor would prob- 
ably get at the matter from a different standpoint by taking the 
amount of money needed for the exploitation of his patents as a 
rough-and-ready basis upon which to reckon the capitalization 
value of the enterprise. He might perhaps deem $75,000 cash 
capital as ample for the development and operation of the busi- 
ness and be willing to balance his invention against this amount, 
i.e. , give a half -interest in it for the needed money. This proceed- 
ing, as the development money has no necessary fixed relation to 
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the value of the invention, is not logical, but is common in prac- 
tice. Or, the relation between the money required and the inven- 
tion will be varied according to conditions and the estimation in 
which the inventor holds his patents. 

In the case discussed, where the enterprise is balanced evenly 
against the money, we have a total estimated value for the 
financed enterprise of $150,000, of which half is to belong to the 
inventor and half to the parties putting in the money. A capitali- 
zation on this basis would usually be reasonable and on the 
general basis of value — not of the patents alone, but of the fi- 
nanced enterprise as a whole. 

Increasing Capitalization to Attract Capital 

If the conditions are exceptionally attractive the money may 
possibly be secured on the plan proposed — that is, $75,000 in 
cash for stock of the same face value. But the idea of par for 
stock in a new enterprise does not appeal to capitalists — it does 
not give the impression of a "ground-floor proposition." There- 
fore, and particularly if the money is to be raised among a number 
of people, a larger capitalization would probably be necessary in 
order to offer more attractive inducements. 

If, however, the amount of stock to be offered for capital is 
increased, the amount for the inventor must also be increased if 
his half-interest is to be maintained. The inventor may insist 
upon this in order to avoid being placed in the position of a minor- 
ity stockholder, and perhaps a capitalization of $200,000 is de- 
cided upon, $100,000 of which is to be retained by the inventor 
and an equal amount given for the needed money. The condi- 
tions then have caused the capital stock to be increased by $50,000 
without any increase in the value of the enterprise. 

It may be objected here that the capitalists are getting but 
one-half the enterprise in return for their investment, just as at 
first, and that the increased inducements are therefore only ap- 
parent and not real. This is true, but in practice an offer of 
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$100,000 of stock out of a total of $200,000 for $75,000 of cash 
would be far more attractive than an offer of $75,000 in stock out 
of a capitalization of $150,000, and would secure the needed 
money more quickly, first, because of the inherent tendency of 
civilized man to attribute to stock a value equal to its alleged, or 
face, value, which gives the offering more attractiveness, and 
secondly, because of the practical advantages found in the larger 
stock issue — due somewhat, but not entirely, to this same bar- 
gain-counter tendency of human nature — ^in case of later sales. ^ 

Increasing Capitalization to Provide for Contingencies 

In addition to the capitalization already decided upon, a 
further amount might be added as something in the nature of a 
reserve for contingencies. Possibly $50,000 of stock will be 
allowed for such future needs and the total capitalization of the 
company be fixed at $250,000, all primarily based upon the origi- 
nal enterprise valued, when financed, at $150,000. The stock 
included for future needs will not, however, go out of the hands 
of the company until these needs arise, and until that time the 
capitalization of the company for all practical purposes is but 
$200,000. The reserve stock will neither vote, draw dividends, 
nor affect the company in any other way. It will, in fact, be only 
a possibility — stock to be issued if required, but until then non- 
effective, and for all practical purposes non-existent. 

Sales Requirements as a Basis of Capitalization 

In some speculative undertakings the rate at which stock 
must be sold is so low and the cost of selling is so great that these 
sales requirements are the main consideration in capitalization 
and the real values involved are entirely disregarded. This is 
often the case in mining enterprises when the property is capi- 
talized far in excess of any existing values and the shares are sold 



" For a fuller discussion of this phase of capitalization, see Chapter XXX, "Capitaliza- 
tion Based on Profit Probabilities." 
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at a small percentage of their face value, dollar shares perhaps 
selling at I, 2, or 3 cents a share. In such cases the value put 
upon the enterprise at the time of sale may be approximated by a 
calculation based on the amount of capitalization and the selling 
price of stock. ' 

Classification of Capitalization 

To summarize, from the standpoint of capitalization, enter- 
prises may be divided roughly into four classes: 

1. Those in which the capitalization is not based on value and 

its amount may therefore be a matter of but little im- 
portance, or of absolute indifference. 

2. Those in which the capitalization is based on the present 

value of the enterprise. 

3. Those in which the capitalization is based on probable 

future values. 

4. Those in which the capitalization is based on the possible 

future profits which can only be determined by de- 
velopment and in which the amount of capitalization 
must, therefore, be fixed by more or less intelligent es- 
timates and guesses as to what the future will bring 
forth. 

This classification can only be a rough grouping. Many enter- 
prises will be foimd that cannot be satisfactorily assigned to any 
one of the given headings, occupying either some intermediate 
position or partaking of the nature of two or more of them. The 
classifications are, however, sufficient for the present purpose. 
Each class, in the order given, is treated in the chapters which 
immediately follow. 



3 For a fuller discussion o{ this subject, see Chapter XXXI, "Capitalization Based on 
Profit Possibilities." 



CHAPTER XXVI 
CAPITALIZATION NOT BASED ON VALUE 

When Value Is Unknown 

While value is the obvious basis of capitalization for a cor- 
poration with shares of specified par value, there are many cases 
where other considerations prevail, and the value of the enterprise 
weighs but little. 

One frequent cause of this departure from the value basis is 
the inchoate condition of the enterprise itself which renders any 
accurate determination of value impossible. An imdeveloped 
and untested mining prospect, consisting perhaps of outcroppings 
of mineralized rock strata is an example of such an enterprise. 
Assays of the outcroppings may have been made with fairly 
encouraging results, but much remains to be done before any 
definite value can be given the prospect. As a first step an expert 
examination is necessary, and it is probable that a certain amoimt 
of drilling, with more or less open-cut work and perhaps drifting, 
will be necessary. Also additional assays and tests of the ore will 
be required, together with an investigation of the title and the 
general conditions surrounding the property. All this must be 
done at considerable cost before any reliable estimate of the 
prospect value can be made. 

Usually in such a case the owner, if unable to finance this 
prehminary work himself, will go to friends or acquaintances for 
the needed money. Perhaps, in order to secure the required 
money — say $3,000 — ^he will ofi'er them a one-half interest, re- 
serving the other half for himself. Two or three of these friends 
form a little pool, one putting in $1,500, another $1,200, and 
another $300. Then their respective interests in the partnership 
enterprise may be apportioned by means of fractional parts — 
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one-half to the owner, one-fourth to the first friend, one-fifth to 
the second friend, and one-twentieth to the third. Usually, 
however, the corporate form would be preferred on account of its 
convenience and because it avoids the partnership obligations 
that would exist under the first plan. Then the question of 
capitalization arises. 

A Bridging Capitalization 

It is obvious that at this point the capitalization carniot be 
based on the value of the enterprise for the simple reason that no 
value can be ascertained. The prospect may prove of but little 
value, or for mining purposes of no value at all. On the other 
hand it may entirely justify development and eventually be worth 
hundreds of thousands or even millions of dollars. 

In this case it is apparent that the only function of capitaliza- 
tion is to measure the interests of the parties concerned, and its 
amount — save from the standpoint of incorporating cost — is a 
matter of much indifference. In practice it is fixed at any con- 
venient figure that lends itself readily to the requirements of the 
case. Usually, to avoid heavy incorporating fees and expenses, 
and onerous taxation later, a very small capitalization is prefer- 
able and the company will be incorporated for, say, $6,000, 
divided into 60 shares of the par value of $100 each. Of these the 
inventor takes 30 shares, the first friend 15 shares, the second 12 
shares, and the third 3 shares. 

Changing Capitalization to Meet Conditions 

Such a little company would, of course, be looked upon merely 
as a temporary "bridge" to carry the enterprise over to a point 
where some 'idea of the value of the prospect may be formed, or 
where a larger capitalization is obviously required. The only 
parties concerned are the owner and his associates, and the ar- 
rangement meets the needs of the situation very fully. 

When, however, the prospect is developed to the point where 
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some estimate of its value is possible and where perhaps large 
amounts of money are needed for its operation, the conditions are 
very different. Money in material amounts could not be raised 
on the existing capitalization of $6,000, so this capitalization must 
now be increased to an amount more nearly approaching the 
value of the enterprise. The corporation will, therefore, be re- 
organized and capitalized on a much more liberal basis, and the 
amount of this capitalization becomes a matter of great impor- 
tance. Now it is not only to serve as a measure of the stock- 
holders' interest but as a measure of the value of the enterprise 
as well. 

Capitalizations based on value are discussed in the following 
chapters. 

Temporary Capitalizations 

Capitalizations such as that just discussed, when the enter- 
prises are not sufficiently developed to be justly appraised, are, as 
stated, usually placed at some comparatively small figure to 
avoid the heavier incorporating expenses and the increased fees 
and taxation involved in large capitalizations. Usually such 
capitalizations are merely preliminary. Their purpose is to carry 
the enterprise over to a point where some value has been demon- 
strated or can be ascertained on which a more suitable capitaliza- 
tion may be based. 

Somewhat allied to capitalizations of this nature are the 
temporary organizations quite common when large imdertakings 
are to be incorporated. In such cases a smaU preliminary cor- 
poration is formed for the purpose of securing the corporate name 
and holding the enterprise while it is being "shaped up." It is 
a temporary holding company to which the options, contracts, 
and properties then in hand are assigned and through which the 
affairs of the enterprise are conducted until the proper point has 
been reached for the formation of the permanent corporation. 
Then, the purpose of this prehminary organization haviag been 
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accomplished, it is merged into the larger corporation, or other- 
wise is dissolved and abandoned. 

For instance, in the formation of the United States Steel Cor- 
poration a temporary company was first organized with a capi- 
talization of $3,000. This very modest capitalization endured for 
a period of less than six weeks, when, the affairs of the consolida- 
tion having reached the proper point for a permanent organiza- 
tion, the capitalization was raised at a single boimd to over 
$1,000,000,000 — at that time the largest industrial capitalization 
in the world. 

In cases of this kind the capitalization of the preliminary 
organization is again of no special importance. The whole ar- 
rangement is temporary and the capitalization is fixed at any 
convenient amount. 

Capitalization of Close Corporations 

Close corporations, i.e., those in which a few people own and 
manage the corporation and its business, form another class in 
which capitalizations not based on value are frequent. All of the 
people interested usually participate actively in the business of 
such a corporation and, as stock is not to be sold to the public, 
there is no object in paying the fees, taxes, and other heavy and 
continuing expenses incident to a large capitalization. Therefore 
such corporations were — until in many cases the imposition of the 
excess profits tax made larger capitalizations desirable — almost 
always capitalized at some nominal figure, the amount bearing no 
relation of any kind to the real value of the enterprise. 

An excellent example of this kind of incorporation is that of a 
concern handling a well-known household preparation. For over 
thirty years this business was conducted as a partnership, the 
firm being composed of three equal partners and the annual net 
earnings averaging about $12 ,000. The assets, exclusive of trade- 
marks and good-will, in which lay the real value of the business, 
were but little more than $6,000. 
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On account of changes in the mutual relations of the partners 
— one of them retiring from the active management — and to 
secure the permanence of the business, incorporation was deemed 
advisable. The proper capitalization of the new company then 
came up for consideration and it was soon seen that, as between 
the partners, this amount was absolutely immaterial. None of 
them expected or desired to sell stock, and no matter at what 
figure the capitalization was fixed, each would have his one-third 
of the profits as dividends. Obviously these dividends would be 
the same in amount — though not in percentage — ^whether the 
capitalization was $i,ooo or $100,000. Accordingly the value of 
the business was disregarded and the capitalization fixed arbi- 
trarily. 

For some reason not divulged, the parties in interest decided 
that the capitalization should be either $6,000 or $60,000. The 
decision between these amoimts was left to their attorney, who 
promptly settled upon the smaller amount, and the company was 
thereupon formed with a capitalization of $6,000, each party to 
the incorporation taking $2,000 face value of the new stock. 

The selection of the smaller capitalization was due in part to 
conservatism, but more particularly to a desire to avoid the 
heavier taxation that would have been incurred by the $60,000 
capitalization. At that time the federal tax laws had not been 
enacted or some careful weighing of costs would have been neces- 
sary before the more advantageous capitalization could have been 
determined. As it was, the only objection to be urged against the 
small capitalization lay in the fact that the dividends to be paid 
thereon — necessarily shown by the franchise tax report required 
of New York corporations — would appear so excessive, amount- 
ing to 200 per cent per annum, as to provoke comment and 
possibly arouse dangerous competition. 

At the suggestion of the attorney in charge, the excessive 
dividend was reduced by increasing the salaries of the former 
partners — ^now officials of the new corporation — until the major 
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part of the profits disappeared. These salaries were undoubtedly 
as excessive as the dividends would have been, if paid, but as 
there were then no inquisitive income tax ofl&cials to object, and 
as each of the former partners received an equal amount, no one 
was injured and no one complained. It made no difference to 
the former partners whether they received their profits in the 
form of salaries or dividends. 

Capitalization to Conceal Profits 

The keeping of dividends down to a reasonable figure is occa- 
sionally a matter of great importance, and brings about another 
condition under which capitalization irrespective of value is 
sometimes found desirable. 

In many corporations, while excessive profits are greatly 
desired, excessive dividends rates are not. In some cases it is 
almost a business necessity that they be avoided, especially where 
they invite competition, or where they might arouse antagonism 
and perhaps undesirable legislation. 

In a dose corporation where but a few people are interested, 
the salary plan already suggested can always be utilized to keep 
dividends down to a reasonable figure, so long as income tax re- 
quirements or other conditions do not prevent. As explained 
before, under the existing excess profits tax law the percentage 
payable to the government rises with much rapidity as the 
amount of profits increases. The income tax ofiicials therefore 
watch with jealous eye any diversion of profits that may decrease 
tax payments and object to corporations paying any really ex- 
cessive salaries. True, the government would get an increased 
tax from the oflScial drawing this excessive salary, but not to the 
same amount as if the earnings had remained in the corporate 
treasury — hence the objection. Liberal salaries are, however, 
still possible and to this extent may serve to reduce unduly large 
profits and dividends, and taxation as well. Also excessive 
salaries may, if desired, still be paid; there is no law to prevent. 
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The federal ofi&cials may refuse to recognize the full amount of 
these salaries as salaries and restore them to profits for purposes 
of taxation. They are still on the books, however, as salaries, 
may be so entered in the state reports, and therefore have the 
desired effect of distributing profits without payment of excessive 
dividends. 

It must be remembered that the plan of excessive salaries is 
only practicable where all the stockholders are also ofl&cials and 
participate in the salary distribution, or, otherwise, where all the 
stockholders consent to the excessive payments. For the larger 
corporations the plan is not practicable. In their case, if profits 
are to be concealed, the real values are ignored and the capitaliza- 
tion is fixed on a purely profit-concealing basis. To accomplish 
this the capitalization must, of course, be in excess of the real 
values. For instance, if a business is capitalized at $soo,cxio and 
is pa3dng 30 or 40 per cent in dividends, a very hberal stock- 
watering, i.e., an increase of capital stock without corporate 
assets to support it, is necessary to reduce the dividends 
materially. 

Probably in such a case the capitalization would be doubled, 
reducing the dividends paid to 15 or 20 per cent. While still 
hberal, these dividends would not be excessive for most commer- 
cial undertakings and would not be apt to attract undue atten- 
tion or competition. If they were still too large to be safely 
published, the capitalization might be increased to $2,ooo,cx)o, 
reducing the dividend to the comparatively low figure of 7^ to 
10 per cent. The higher fees and taxes involved in an increased 
capitalization of this kind are looked upon as a justifiable and 
even necessary expense required by the conditions. Also, if the 
government officials recognize the larger capitahzation, the excess 
profits tax payments escaped thereby furnish an offset to the 
larger franchise and state tax payments. 

In cases of this kind the increased capitalization, while primar- 
ily adopted to conceal dividends, is also frequently justified on 
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the ground ot probable profits. This phase of the capitalization 
question is discussed in a later chapter. ' 

Capitalization Based on Policy or Expediency 

Capitalizations not based on values are occasionally adopted 
purely as a matter of pohcy or expediency. For instance, in the 
incorporation of a small publishing business some years ago its 
asset and good- will value was at first, as a matter of course, taken 
as the proper basis for its capitalization, and this was fixed at 
$12,000. Before application had been made for a charter, it was 
found that the trade standing to which the company was really 
entitled, or to which its owners thought it was entitled, would not 
be secured under the capitalization proposed. Thereupon the 
value of the business as a basis of capitalization was promptly 
abandoned and the amount of capital stock was arbitrarily and 
purely as a matter of business policy raised to $25,000. A few 
years later it was increased • in similar arbitrary manner to 
$100,000. 

In this case it may be said that the difference between value 
and capitalization was more apparent than real, as but one-half 
of the nominal capitalization was issued. The remaining stock 
was held to be sold later for additional capital or to be issued as a 
stock dividend if the increased value of the business should war- 
rant such a step. The nominal capitalization was, however, twice 
the real value of the business. 
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CHAPTER XXVII 

CAPITALIZATION BASED ON PRESENT VALUES- 
NEW ENTERPRISES 

Capitalization in Ordinary Lines of Business 

The proper capitalization of a new enterprise in one of the 
ordinary lines of business is a simple matter. For instance, a 
young salesman, having acquired a thorough knowledge of his 
particular line of business, may decide that the time has come for 
independent effort and the organization of a company with him- 
self at its head. Good-will does not exist, there are no imknown 
terms involved, the cash or other property put into the new busi- 
ness represents the entire value of the enterprise, and this prop- 
erty value would usually be the obvious and proper measure of its 
capitalization. 

Stock Salaries and Allotments 

The young merchant, however, may excel his associates in 
experience, trade connections, or general ability, and his superior 
qualifications and greater value to the business may be recognized 
by an allotment of stock in addition to that representing the 
actual cash or property invested by him. The capitalization 
will then be necessarily increased by the amount of this stock 
allotment. 

In any such case the experienced party might be paid a larger 
salary in recognition of his value to the business, but even then 
such salary, in part at least, might very properly be paid in stock, 
thereby relieving the strain upon the cash resources of the young 
concern. Stock for such a purpose is usually issued to the recipi- 
ent in the same way that his cash salary is paid — so much stock 
each month until a certain stipulated total is reached. Such 
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stock when issued becomes full paid by reason of the services 
received in return. 

A somewhat similar arrangement is not uncommon when the 
services of some desirable party, such as a successful organizer, 
an expert engineer, or a capable production manager, are to be 
secured, and inducements beyond the ordinary salary must be 
offered. In such case if a stock consideration is decided upon, it 
may take various forms. It may be, as suggested, a stock salary. 
Or, instead, stock may be set aside for him to buy at a reduced 
price, on easy instalments, or at some specified future time. Or 
the stock may perhaps be given him en bloc without restrictions 
when he enters the employ of the company, or at some specified 
time thereafter— say five years from the date of his employment, 
if he is then with the company. Sometimes in the case of a sales- 
man or a manager a stock bonus of this kind will be made condi- 
tional on a certain specified volume of sales or other measure of 
prosperity being reached by the company within a certain time. 
Such a reward is a strong inducement to effort on the part of the 
prospective recipient. 

In most of these cases the amount of the stock bonus or dona- 
tion is comparatively small, usually not enough to affect the 
question of capitalization materially. Whatever the amount 
may be, within reason, it is legitimate and is properly included in 
a capitalization on the basis of values. It represents real value 
because the business is worth more under the expert management 
secured than would otherwise be the case. 

Capitalization of a Purchased Business 

When a corporation is formed to purchase a going concern, 
the capitalization is, as a rule, easy of adjustment, being either 
fixed at the real values involved or based directly upon them. 
In this case, so far as the new corporation is concerned, the some- 
what uncertain element of good-will need not be taken into con- 
sideration. Good-will exists in the business, it is true, but the 
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price paid for the business includes this good- will, and in consider- 
ing capitalization the interested parties need not go behind the 
agreed price. Even the excess profits tax law concedes the pro- 
priety of including good-will at the full price paid for it when a 
going business is purchased. Good-will may appear upon the 
balance sheet of the new corporation but not — as such — in its 
capitalization. Usually the purchasing corporation will be capi- 
talized at the price paid for the business plus any operating capital 
and stock reserve deemed advisable. 

When the transfer of a purchased business is to be made, the 
parties who are managing the matter either take over and pay 
for the business themselves and then turn it over to the corpora- 
tion in exchange for stock; or they first organize the corporation, 
sell to themselves or to others a sufl&cient amoimt of its stock for 
cash, and then with these funds purchase the business in the name 
of the corporation. The final results are the same in either case. 
Or if the original owners are to be interested in the new corpora- 
tion and agree to take part or all of the purchase price of the 
business in stock, the corporation will naturally be organized at 
once and the stock be issued direct to the original owners to the 
agreed amount in payment for the business. 

Capitalization with Promoter's Profits Included 

Sometimes it happens that one or more of the parties in- 
terested, or perhaps an outside trader or promoter, secures an 
option on a business at one price and then turns it over to the 
purchasing corporation at an increased price. Such an advance 
in price represents a direct profit to the party selHng to the cor- 
poration and, under proper conditions, is entirely legitimate.' 
The supposition here is that the promoter has secured his option 
on the business at less than its real worth to the corporation and 
is therefore entitled to a profit on the transaction. If the business 
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was held under option by the promoter at $45,000, it may 
perhaps be priced to the corporation at $50,000 or more. If the 
proposition is accepted, the position taken by the accepting 
parties is that the price is not in excess of the real value of the 
business to the corporation and is therefore justified. So far as 
the corporation is concerned, $50,000 is the legitimate price and 
value of the business. 

If the business costing the promoter $45,000 is to be turned 
over to the corporation at $50,000, the capitalization of the 
company will probably be fixed at this latter amount, plus such 
stock as is needed to secure working capital. The necessary 
amount of this working capital is easily determined if the parties 
are experienced in the particular line of business. Usually the 
only question is whether the amount of cash that can be secured 
for this purpose is sufficient. In the present case, $25,000 in stock 
might perhaps be added for operating requirements, making the 
total capitalization of the company $75,000. 

If the business were really worth the $50,000 at which it was 
turned in, this value being justified by its present condition and 
past profits, and if the business standing and reputation of the 
parties who are to manage the corporation is good, the stock 
provided for working capital should bring its par value. If other- 
wise, the stock, if sold at all, would go at much below its face 
value. 

Capitalization for Futtire Needs 

If it is anticipated that additional capital will be needed later, 
the capitalization — $75,000 up to this point — will probably be 
increased to cover such requirements, the stock in excess of 
$75,000 being reserved for issue when needed. Or the company 
might be capitalized at the exact amoimt needed at the time, and 
when the necessity for more money arose, the first capitalization 
be increased by the requisite amount of stock. 

The first plan is usually preferred. True, it involves heavier 
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incorporating' fees in the first instance and in many states in- 
creased taxation thereafter. There is also some danger in carrying 
a stock reserve of the kind. If it is really salable — as it should be 
if the company is successful — it may be a temptation to extrava- 
gance on the part of the management; or it may be sold and the 
proceeds used for purposes of doubtful expediency; or, as has 
occasionally occurred, those in control may dispose of such reserve 
below its real value for the sake of a private profit; or, finally, it 
may even be sold to the injury of some of the original interests, 
as where the stock disposed of carries control of the corporation. 
Usually, however, such dangers are negligible. The larger 
incorporating fees have to be paid sooner or later whether the 
stock reserve be included in the first capitalization or be added 
when needed; the additional taxation is light, and, as a rule, as 
stated, any stock needed for future sale — ^if its necessity is reason- 
ably apparent and not too remote — is included in the first capi- 
talization. If this is not done, and the capitalization must be 
increased later, considerable expense and some little trouble are 
involved — expense on account of legal fees, trouble in securing 
the assent of all or the large majority of the stockholders which is 
required in most states before capital stock may be increased. 

Capitalization with Payment to Promoter Included 

The capitalization of a new enterprise, otherwise simple, is 
sometimes complicated by the necessity of payments to brokers 
or other " go-betweens." The problem here differs somewhat from 
that already discussed in the present chapter where promoters' 
profits are included in the fixed price at which property is pur- 
chased, as payments to promoters or brokers are here in the na- 
ture of compensation for services rendered. For instance, a quarry 
valued at $50,000 as it stands is owned by parties who wish to 
operate it but lack the necessary cash capital. This they estimate 
at $25,000. As they are unable to raise this amount themselves, 
they secure the services of some outside party to raise it for them. 
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In capitalizing under these circumstances, the amount of 
stock to be offered for the money is usually the first consideration. 
This naturally varies with the desirability of the investment. 
If the prospect of profits were sufl&ciently good, stock might be 
sold at par. Ordinarily it would have to be sold at less, and prob- 
ably at much less, say, two for one, $200 par value of stock being 
given for each $100 of cash. This ratio would fix the capital stock 
to be given for the money at $50,000, which, added to the value 
of the quarry, would bring the capitalization up to $100,000. 
Then the compensation of the broker must be considered. His 
demands would vary according to circumstances, ranging — if paid 
in stock — from $2,500 to as much as $25,000 in an extreme case. 
If $10,000 of stock were fixed as the broker's payment, the capi- 
talization would be increased to $110,000. To bring it up to a 
round figure a stock reserve for contingencies would probably be 
added of, say $15,000, making the total capitalization of the 
company $125,000. 

Concealing Payments to Promoters 

If such a capitalization could be fixed in this way and stay 
" fixed, " the matter would be simple. In practice, however, it will 
usually be found that the parties investing their money object to 
a direct allotment of stock to the broker. This stock, represent- 
ing no material value, merely waters the capitalization of the 
company and thereby directly diminishes the value of their 
interest. They are willing to be discovered by the broker, but do 
not care to pay too handsomely for the discovery. 

To remove this objectionable feature, the broker's quota of 
stock would usually be concealed in that retained by the owners 
of the quarry. In other words, the owners apparently retain 
$60,000 of stock for themselves— this really including the broker's 
fee — offer $50,000 of stock for $25,000 in cash, and reserve 
$15,000 of stock for future emergencies. 

Such an offering is " ragged " and not well balanced ; under the 
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general arrangement — if carried out — the owners will have but 
$50,000 of stock out of $110,000 actually issued, placing them in 
the position of minority stockholders. Moreover, prospective 
buyers of the stock are likely to look upon any odd amoimt of 
reserve stock, such as $15,000, as an open invitation and demand 
that it be added to the $50,000 of stock as a condition precedent 
to investment. 

To obviate these difficulties and to round out the general offer- 
ing, the capitalization would probably be increased to $150,000, of 
which $75,000 would be retained by the owners, $50,000 be offered 
for the money required, and $25,000 remain as a reserve, the 
owners providing for the broker out of their stock. The investors 
would probably object to the somewhat scant provision for their 
interests and demand a larger quota of stock. In such case they 
might perhaps be appeased by means of stock preferences or other 
concessions which would not disturb the general arrangement. 
Usually they will insist upon a full half-interest for their money. 

If the capitalization of $150,000 is adopted and the general 
arrangement carried through, the issued capitalization of $125,000 
represents an actual original value— including the cash paid in— 
of but $75,000. The bonus of $25,000 given for the money may 
be regarded as based on value, because of the immediately in- 
creased value of the enterprise when this money is secured. The 
paj-ment to the broker may also be regarded as based on value 
as it represents the accomplished cormection between the property 
and the capital required for its operation. 

Such payments to brokers or promoters for money secured are 
usual and necessary, and, if not carried to excess, are legitimate. 
They must be looked upon as a part of the cost of financing. 
Whether the cost is justified or not can be proved or disproved 
only by the subsequent history of the undertaking. The capi- 
talization is really a capitalization on the basis of prospective 
profits. 

It is obvious that in any such case the full payment of the 
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stock issued presents a difficult problem. Its solution will vary 
in different cases. Usually the financed enterprise would be 
given in exchange for the entire capital stock of the new corpora- 
tion. If the company were successful, the matter of full payment 
of stock would never arise. If it failed, the actual full payment 
of the stock might be questioned, the result depending upon the 
strictness with which the laws of the particular state are construed. 

Allocation of Stock Between the Enterprise and Capital 

Frequently the most difficult point connected with the financ- 
ing and capitalization of a new enterprise not engaged in a well- 
established line of business, is to decide what amount or what 
proportion of the capital stock should be offered for the necessary 
money. This will vary with the conditions. 

To take a practical instance, an inventor some time ago de- 
vised an attachment to the photographic camera which greatly 
increased the convenience of the instrument for some kinds of 
work. His invention was worked out in detail, was fully patented, 
and had been tested in actual use. Better still, cameras of the 
new design had been made and sold and were then in satisfactory 
use. This showed that the idea was good and that it had a field 
for exploitation. 

The inventor might have manufactured the improved camera 
with his own equipment. But this was crude and inadequate and 
the inventor's means were limited. His output would therefore 
have been so small and its cost so excessive that the profits of the 
business would hardly have justified its existence. Under such 
conditions the enterprise could not have built up from its own 
profits, and additional capital must have been secured if the 
business was to prosper. 

No large capitalization was necessary. Five thousand dollars 
would equip a modest little factory and start the business on such 
a scale that its successful operation would, under good manage- 
ment, be reasonably certain. The inventor therefore decided to 
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organize a corporation and dispose of sufficient stock to secure 
the needed $5 ,000. The question of the proper capitalization then 
arose. 

In such cases there is no object in capitalizing beyond the 
amount actually necessary to represent the inventor's interests 
and to enable an attractive ofifer to be made for capital. The 
business could be built up from its own profits. The immediate 
necessities were the only consideration and the problem narrowed 
itself down to the amount of stock that must be offered to secure 
the required $5,000, and the amount of stock that the inventor 
might reasonably expect to keep for himself. 

Few as were these points, the inventor's problem was a diffi- 
cult one. The enterprise offered no great promise of profit to the 
investor. It had sufficient merit to build up and sustain a good 
business under a moderate capitalization, modest expectations, 
and good management, but nothing more. The financed under- 
taking might fairly be valued at $15,000. Putting the business 
itself at $ic,ooo, the company would theoretically be capitalized 
at $15,000, of which amount $10,000 should go to the inventor 
and $5,000 to the capitalist. This would be a fair and moderate 
capitalization on which excellent dividends should be paid and 
which, considering the tested merit of the invention and the 
enterprise, would be reasonable. In practice, however, the in- 
ventor would have to be a hypnotist of the first order to get his 
money on any such "bed-rock" basis, and lacking such qualifica- 
tion he would undoubtedly have to make a more liberal offer. 

As a matter of fact the inventor was forced to finance the 
undertaking on a capitalization of over $15,000, one-half going to 
the man with money and the other half to the inventor. 

Promoters' Demands 

If in such a case the inventor were unable to secure the money 
himself and found it necessary to avail himself of the assistance 
of a promoter, the capitalization would have to be larger. The 
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investor would then take half and the inventor take what the 
promoter left him. If the promoter were conservative, the enter- 
prise would probably be capitalized at from $20,000 to $25,000, 
of which the investor would get one-half, the inventor about one- 
third, and the promoter the remainder. If the promoter were not 
conservative, the enterprise would probably be capitalized at 
from $50,000 to $100,000, with a generous reserve in the treasury 
to give an air of conservatism, and a liberal distribution of the 
remaining stock to the interested parties, and particularly to the 
promoter. 

In an undertaking of this kind, $20,000 or even $25,000 could 
hardly be deemed an excessive capitalization. The company 
should be able to pay fair dividends on that amount, and even if 
the dividends were small the matter would not be very serious, 
particularly if the enterprise were kept in the hands of the active 
participants. If outsiders were asked to participate, the enter- 
prise would still be so small, so open, and so within the standards 
of ordinary business judgment that, barring misrepresentation, 
the parties purchasing stock could hardly complain of the capitali- 
zation even though the results were unsatisfactory. 

Capitalization as Affected by Method of Financing 

No definite rule can be laid down as to the offer that must be 
made to secure money, particularly in the case of speculative 
enterprises. The offer will vary with the enterprise. Speaking 
generally, the more speculative the undertaking, the larger the 
inducement that must be offered for money. In the same enter- 
prise it will vary with the method adopted for securing money. 

For instance, an enterprise based on a new apparatus for 
raising sunken vessels requires $100,000 for operating funds, and 
has an estimated value when financed of $500,000. If the owners 
cannot provide these funds, such amount of stock as will secure 
the needed money must be given to the capitalist, the balance of 
the stock remaining as the property of the owners. In such a case 
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the capitalization might very well be placed at the value of the 
financed enterprise — $500,000. 

If the larger investors are appealed to, it will usually be 
necessary to give $250,000 in stock for the required $100,000 of 
cash. If, however, the investment is apportioned among a num- 
ber of smaller investors, each one putting in a few hundred or a 
few thousand dollars, it is probable that $200,000 face value of 
the stock, or even less, would be sufficient to get the money. ^ 

Under the second plan the stock given for the money would 
be at least $50,000 less than under the first. Against this, how- 
ever, must be set the additional trouble and expense of reaching 
smaller investors. Under either plan, if the services of promoters 
are found necessary, the cost of getting the money will be in- 
creased by the amount given the promoters, the value of the 
owner's interest diminishing, of course, as the amount of stock 
given for the money increases. 

Capitalization in Established Lines — ^A Coal Company 

As a rule, the nearer the enterprise is to the conventional and 
established type, the more easily may values be determined and 
the more easily may the capitalization based upon these values 
be fixed. 

The value of a new computing machine, for example, can be 
estimated with fair accuracy by experts; the worth of a new oil 
engine is not hard to determine, nor is the valuation of an im- 
proved voltmeter difficult. Standards of comparison exist for all 
these devices and their approximate value and the capitalization 
to be based upon it should not be difficult to ascertain. 

This is also true of an enterprise of a definite and well-known 
character, such as a coal company formed to develop and operate 
proved properties. The cost of the properties is known, the 
expense of opening them and equipping the mines can be accur- 
ately determined by mining engineers, the necessary operating 

' For a fuller discussion of this subject, see Chapter XLIII, "Public Presentation. " 
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capital is readily estimated, and the proper capitalization on a 
strict valuation basis is the sum of all these items, with perhaps 
a reasonable emergency margin added. 

If, for example, the coal lands to be acquired by the new com- 
pany are priced at $100,000, the expense of equipment and de- 
velopment until a self-sustaining basis is reached is estimated at 
$150,000, and the working capital is fixed at $50,000, the aggre- 
gate of these three items, or $300,000, is a suitable capitalization 
for the enterprise. If any subsequent enlargements, improve- 
ments, or additional equipment are anticipated which are too 
expensive to be provided for out of current profits, the capital 
stock might be increased to provide for these additional funds, 
say to $350,000, or even to $400,000, the excess stock being held 
unissued until needed. 

Such a capitalization is on an investment basis and the stock 
should be sold at par and for cash. If the mine were successful, 
the enterprise would pay handsome profits. Usually such an 
enterprise would be capitalized on the basis of these probable 
profits as discussed in a later chapter. ^ 

Capitalization of a Contract 

The capitalization of an awarded contract is another example 
of a capitalization comparatively easy of determination. Let us 
assume, for instance, that a contractor, after securing a harbor 
dredging contract, wants money to carry out his undertaking. 
He is an experienced contractor and has undertaken the work at 
the rate of 45 cents a cubic yard. Having no plant of his own, 
there are two courses open to him^to equip and operate his own 
plant, or to sublet the contract, probably to two or three different 
parties. He finds he can sublet at an average price of 40 cents 
per yard. He can remove the material himself at a lower price if 
he equips his own plant. He would, therefore, be governed by 
the particular conditions as to whether to operate a plant himself, 

3 Chapter XXX, " Capitalization Based on Profit Probabilities," 
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or to sublet and merely supervise the work of his subcontractors. 
If he decides to sublet, the amount of capital needed for super- 
vision purposes is so small that he would not be hkely to incor- 
porate the undertaking, but would provide the needed capital 
from his own private resources, or obtain it by loan or through 
some special proposition to his friends. 

If, however, he decided to undertake the work himself a very 
considerable capital would be required, ranging anywhere from 
$100,000 to $500,000 or more, according to the extent of the under- 
taking. A contractor of experience would easily estimate the 
amount necessary for plant and equipment and for operating and 
emergency funds — say a total of $400,000. To this in fixing the 
capitalization of his company he might add a fair amount of stock 
as his own profit on the transaction, the amount varying with the 
conditions. If the contract is a profitable one, and his personal 
services are to be devoted to the work, $50,000 to $100,000 face 
value of the stock of the company^ — ^in addition to a reasonable 
salary — would not ordinarily be deemed an exorbitant profit for 
the contractor. This would fix his capitab'zation at $450,000 to 
$500,000, provided he can dispose of the $400,000 of stock at par. 

If he succeeds in doing this, his own stock apparently repre- 
sents a net profit of $50,000 to $100,000 "at the first clatter out 
of the box." In rea:lity it represents nothing of the kind. If he 
has $100,000 of stock out of a total capitalization of $500,000, all 
that his stock represents is a 20 per cent interest in the financed 
undertaking. It is true that the company has, if financed on the 
terms suggested, $400,000 cash, and his stock has therefore an 
actual immediate value of 20 per cent of this, or $80,000, but out- 
side of actual fraud or bad faith he cannot reahze on this value 
except by making the enterprise a success, and the value of his 
holding will therefore depend entirely upon the ability with which 
he manages the company. 

If he makes a failure of his undertaking, his stock will at the 
best represent nothing more than a one-fifth interest in the de- 
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predated plant of a discredited company. If he achieves success, 
it will result in substantial profits on the particular contract 
which should find expression in dividends. In addition to these 
dividends he will have a 20 per cent interest in a successful operat- 
ing company of recognized position and standing. 

To make sure that no profits go to the contractor unless he is 
successful, the stock for which cash has been paid is sometimes 
issued as a preferred stock with a fixed preferential dividend and 
also a participating dividend, after the common stock has re- 
ceived a dividend equal to the preferred dividend. In addition 
to this the preferred stock would be given a prior interest in the 
company property in case the company is for any reason liquid- 
ated. Then, unless successful, the contractor derives neither 
profit, property, nor professional reputation from the undertak- 
ing, and his stock is utterly valueless. This arrangement is very 
fair to all parties, and, if acting in good faith, should not be ob- 
jected to by the contractor. 

A contract of the kind cited might very properly be capitalized 
at a much higher figure on the basis of probable profits. '• 



•I See Chapter XXX, " Capitalization Based on Profit Probabilities." 



CHAPTER XXVIII 

CAPITALIZATION BASED ON PRESENT VALUES— 
GOOD-WILL 

Nature of Good-will 

Money invested in bonds and other safely secured investments 
should, at the present high rates, bring annual returns of from 6 
to 8 per cent. When invested in business it should bring con- 
siderably more to justify the greater risks involved, the per- 
centage of annual returns then ranging from lo per cent to 50 
per cent or more, depending upon the character and conditions 
of the particular business. This difference between the returns 
on security investments and the returns on business operations 
may be designated as "good- will" returns, and good-will may be 
defined as the profit-producing power of an estabhshed business 
beyond mere interest and replacement returns; or, from another 
point of view, as the value of an established business over and 
above the value of its material assets. 

Good-will may result from the long estabUshment and good 
management of a business, from its desirable location, or from 
other fortuitous conditions working in its favor. Trade-names 
and trade-marks are a crystalhzation of good-will and in the 
present discussion are considered as constituent parts of good- 
will. Franchises, patents, and copyrights, though they have at 
times a considerable good-will value, are not included in good- 
will here unless so specified. 

Good-will is a belonging of the business to which it attaches, 
but an intangible and sometimes very evanescent belonging. Its 
value fluctuates directly according to its amount, its stability, 
and the firmness with which it is linked to the particular business. 
It is usually the outcome of an investment of time, money, atten- 

340 



ON PRESENT VALUES— GOOD-WILL 341 

tion, or general business ability, but, as stated before, it may- 
come without effort from purely fortuitous circumstances. Pro- 
vided only that it can be held, good-will is an asset of value to be 
included in the capitalization of the business as a matter of course, 
just as stock on hand, real estate, or any other belonging is in- 
cluded. In some businesses it is the most valuable asset to be 
capitalized ; occasionally it is the sole asset of material value. 

Obviously a business must be " going " before it can have good- 
will. A new undertaking therefore cannot properly include good- 
will in its capitalization unless it has "inherited" or taken over 
the good-will of some prior undertaking. When a going concern 
is incorporated, it is usual to value and capitahze its good-will 
and this sometimes presents difl&cult problems. 

Personal Good-will 

It is obvious that good-wiU that will not stay with or follow its 
business into the hands of another, is valueless to a purchaser of 
that business, no matter what its profit-producing power. Good- 
will of this kind, not strongly linked to its business, and in case 
of a transfer either not following the business at all or only to a 
limited degree, is usually a good-will personal to someone con- 
nected with that business. Such a good-will is due to the expert 
ability, the acquaintance, connections, or other popularity- 
producing characteristics of the party around whom it revolves. 
Trade is perhaps brought to the estabhshment by friends of his 
who go far out of their way to patronize his concern; or perhaps 
he has influential relatives who use their position for his advan- 
tage; or possibly he is a good mixer or such a " joUy good fellow" 
that people drop in just for the pleasure of enjoying his society. 
Or it may happen that he is such an expert in his line of business 
that people will come from far and near because they get — or 
think they get — better work, or better goods, or better attention 
from him than from others. 

In any such case should the party who is a "drawing card" 
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leave, a limited proportion of his trade is likely to remain with the 
establishment, but the greater portion wiU foUow the individual 
upon whom it is centered, or, if he is no longer accessible, wiU 
scatter arid be lost to the particular concern. 

A good-will of this kind is of but passing value to an establish- 
ment and not to be included in capitalization unless the "good- 
will" individual is directly interested in the business or can be 
firmly held. When he can be held, the good-will he carries is an 
important asset of the business and is properly brought into its 
capitaUzation. 

Professional Good-will 

Professional good-will, in places where competition exists, is 
largely of this personal nature. Many medical and legal practices 
in the city of New York bring in tens of thousands and even 
hundreds of thousands of dollars annually. Their value, however, 
rests almost entirely on a good- will which is personal to the prac- 
titioners who have built up the business. For this reason if a 
practice were sold, the good-will would bring but httle— cer- 
tainly not a tithe of the amoimt a good-will of equal productive 
power would bring in other lines of business. 

So true is this of the law in this country, that "practices" are 
seldom, if ever, sold, simply because the goods cannot be de- 
livered. The only way in which the matter can be approached 
with success is by the introduction of a partner or associate, who 
by slow degrees works into the confidence of the old clients and 
gains a knowledge of their personality and business. This wiU, if 
the new man be of the proper caliber and general quahfications, 
eventually lead to the inclusion of himself within the precincts 
of the existing good-will. Then the original partners may drop 
out if they want to without materially affecting the practice. 

In medicine, good-will can be transferred with more success — 
though the transfer is difficult and wasteful — and as a conse- 
quence the sale of practices is much more common than in the 
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law. Even here though the only really safe way to approach the 
matter is a gradual transfer through the medium of a partner- 
ship. Nevertheless, if a competent stranger buys a practice out- 
right he has the first chance at it, and if he be well qualified and 
skilful, will probably hold a fair portion of the patronage. 

In this country the sale of medical practices is not so common 
as to have estabhshed any general rule for the estimation of their 
value. In England where the good-will of a professional practice 
is a much less fragile article on account of the more firmly estab- 
lished conditions and the greater reluctance of the people to go 
outside accustomed lines, the value of a medical practice generally 
ranges from one to two years' annual receipts; that is, if the prac- 
tice brings in £1,500 a year, its selling price is fixed at from 
£1,500 to £3,000. 

Commercial Good- Will 

In commercial undertakings the conditions surrounding good- 
will are usually very different from those obtaining in professional 
practices. Particularly in the larger businesses where the indi- 
vidual does not stand for so much, the good-will constitutes an 
important asset — and sometimes, as stated, the chief asset — of a 
prosperous business. Usually such good-will is represented by a 
trade-name and trade-marks and is so firmly tied to the business 
that it will follow a transfer of ownership, or a change from part- 
nership to the corporate form, with but little or no loss, and this 
regardless of whether the personnel of the new organization 
remains the same or is completely changed. The great requisite 
is that no material modification be made in the output and the 
conditions under which it is sold, that the trade-mark, the trade- 
name, the appearance, and the character of the product remain 
the same, and that the general policies under which this product 
is handled be not too greatly changed. So long as this is done, so 
long as the purchasing public gets what it always has had and 
under the same general conditions, it wiU purchase just as freely 
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and cheerfully as before. It wants the product and it wants it 
"just so." It cares not at all about the personnel behind the 
product. 

Evanescent Good- Will 

Occasionally good-wiU, though tied to its business firmly 
enough, is of comparatively little value because of its temporary 
or evanescent nature. This may be due to various causes. The 
changing popular fancy is perhaps the most common. "When 
the American Bicycle Company was organized, in 1899, actual 
inventories and appraised property to the value of $22,290,151 
were acquired. All this property was devoted to the manufacture 
of bicycles, which were then a very popular social ' fad.' Suddenly, 
from a total estimated consumption of 880,000 bicycles a year, the 
demand fell to less than 100,000 a year. Over ten millions of 
dollars' worth of actual property devoted to their production 
became absolutely useless."' The American Bicycle Company 
soon after passed into the hands of a receiver. Within the space 
of a year an enormous business had been ruined with the loss of 
all its good-will and most of its material assets. 

Another instance of a business founded on the shifting sands 
of popular fancy is that of the little "Billiken" good-luck statu- 
ette so popular some years ago. These figures were seen every- 
where, from my lady's chamber to the tonneaus of automobiles, 
and the purchase of the "Billiken" good- will would have called 
for a considerable sum — many thousands of dollars. "BiUiken" 
is not often seen nowadays and the good-wiU he carries would 
hardly be worth purchasing. 

Other instances of temporary good-will, or a temporarily 
inflated good-will, were afforded during the Great War by con- 
cerns specializing in goods or service required for purposes of the 
war. A sudden, tremendous, and insistent demand for their wares 
was created almost overnight, but, though greatly profitable while 

' Dewing, "Financial Policy of Corporations." 
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it lasted, it was not the continuing demand upon which a per- 
manent good-will must be based. At the close of the war it ceased 
in many cases as suddenly as it came. 

In this connection it may be noted that practically all good- 
wills — save those based securely on monopolies — are of a more or 
less evanescent nature, requiring constant watchfulness and care 
to maintain or increase their existing values. Inattention to 
wants of customers will ruin any good-will not founded on an 
absolute monopoly; a change in the character of the output may 
even be more fatal, while bad or dishonest treatment of customers 
quickly turns good-wiU to ill-will. 

Trade-Mark and Trade-Name Good- Will 

When good-will, as often happens, is the chief asset of a suc- 
cessful business, it is the principal factor to be reckoned with in 
the capitalization of that business. This is so in many of the 
undertakings based upon proprietary and trade-marked articles. 
In these the good-will, as carried by the trade-names and trade- 
marks, combined with the articles themselves, is often valued at 
hundreds of thousands or even millions of dollars, while the prop- 
erty assets are comparatively insignificant. 

In trade-marked preparations the difference between the 
value of the well-known article and of the same or a similar article 
which is unknown, i.e. , the good-will value, is particularly marked. 
In many cases formulae quite as good as those by which the 
widely known articles are prepared can be had for little or noth- 
ing. Take, for example. Pond's Extract. Its composition is 
well known. Practically the same preparation under other names 
is manufactured by half a dozen different concerns, but people 
who are used to Pond's Extract will have none of these. Or take 
such well-established articles as Sa,polio, Old Dutch Cleanser, 
Bon Ami, and the preparation used so successfully by the Gold 
Dust Twins. AU of these are good. Equally efficient prepara- 
tions could, however, be compounded by almost anyone versed 
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in the art. The formula is a detail — a very important one — a very 
necessary one, but still merely a detail. The article to be given a 
trade-mark reputation must have merit if its sale is to be worked 
up and sustained, but beyond this its composition is a matter of 
much indifference — ^provided only that it is not too costly. An 
expensive compound would not leave the very liberal margin for 
advertising and other publicity work — running perhaps into 
millions of dollars — that is so necessary in the building up of a 
valuable good-will. 

Establishing and Transferring Trade-Mark Good- Will 

Occasionally a whirlwind campaign brings a trade-marked 
article into public favor at a single boimd. Usually, years of 
arduous effort, ingenious advertising, and large expenditiure are 
required. But a small part of this expense is due to the cost of 
material, preparation, and handling; the heavy expenditures are 
found in the advertising, the general pushing, and the consump- 
tion of capable brain matter, which, if properly and perseveringly 
applied, will eventually establish the monumental good-will of 
the successful " trade-mark " businesses. Indeed it may be said 
that with a fairly good article of general use, capable of being 
produced cheaply and sold at a fair price and with plenty of 
money for pushing its sale, steadily and intelligently, success, 
and large success, follows, as a mere matter of course. The fairly 
good article is not difficult to secure, but at times much difficulty 
is experienced in securing the requisite money. To secure the 
experienced intelligence requisite for success is most difficult of 
all. 

A good-will, such as that just discussed, is carried by the trade- 
mark or trade-name coupled, of course, with the article itself. 
The original owners may withdraw or die, but given equal busi- 
ness ability in their successors, the business goes on just as well 
without them. Or if the business to which the trade-mark and 
trade-name belong is sold, the good-will unfailingly follows the 



ON PRESENT VALUES— GOOD-WILL 347 

symbols to which it is linked. As stated before, the purchasing 
public cares little who manufactures a product so long as it can 
get it in the usual form and under the conditions to which it has 
become accustomed. 

Capitalization of Good- Will 

The capitalization of good-will, once its value is determined, 
involves no particular difi&culties. It should always be borne in 
mind, however, that good-will is often an unreliable and fluctuat- 
ing asset hard to value with accuracy. It may vary with the 
season, with the energy with which the business is pushed, with 
the amount appropriated for advertising, with the ebb and flow 
of popular fancy, with political conditions. In event of the dis- 
continuance and hquidation of the undertaking it frequently 
disappears. Thus if Brown, the Grocer, decides to retire from 
business and cannot find a purchaser for his business as a going 
concern, he can usually sell his stock, his fixtures, his accounts, 
and the other material assets of his business at a price approxi- 
mating, at least, the value at which they are carried on the books. 
The good-will on the other hand — ^unless crystallized in the form 
of a trade-mark or some equivalent — has no value that can be 
realized, but dissipates and is lost. 

On account of the evanescent, intangible, and somewhat 
imcertain nature of good-will in the ordinary business, it must in 
conservative capitalization be included at a figure much below 
its apparent or its producing value. In economic and accounting 
discussions it is sometimes contended that good-will should not 
be included in conservative capitalizations at all; that such a 
capitalization should be based on the actual material values of 
the business alone and be fixed at an amount sufl&cient to replace 
these material values if they were destroyed. On this basis the 
total capitalization of a prosperous business bringing in profits of 
a milhon dollars a year might be a mere fraction of the annual 
earnings. 



348 CAPITALIZATION OF AN ENTERPRISE 

In practical business no such academic considerations obtain, 
and good- will, though not tangible, is regarded as an asset of the 
business just as is its stock, its bank accounts, its office equip- 
ment, or its realty, and, with due regard to its peculiar nature, is 
valued in any capitalization of the concern with as little hesita- 
tion. ,The price placed upon such a business when it is to be sold 
will, as a matter of course, include good-will, and so also will the 
capitalization if it is incorporated. 



CHAPTER XXIX 

CAPITALIZATION BASED ON PRESENT VALUES— 
GOOD-WILL (Continued) 

Court Appraisals of Good- Will 

Good-will has frequently figured in litigation and the courts 
are fairly uniform as to the method of determining its value. The 
generally accepted practice in court appraisals is to take the net 
profits of the business, less 6 per cent on invested capital, for a 
term of years immediately preceding the valuation — usually 
three or five years — and from this obtain the average net annual 
profits. This average amount is then to be multiplied by the 
number of years' purchase, i.e., the number of years that the 
good-will may be expected to continue, the result giving the 
value of the good- will. " In the absence of evidence to the con- 
trary three years' purchase is customarily allowed." • 

The proper number of years' purchase is discussed in a recent 
case involving the good-will of Franklin Simon and Company, 
the New York dry goods house. On the death of one of the part- 
ners the transfer tax appraiser in valuing the partner's interest 
for purposes of inheritance taxation, fixed on three years as the 
proper number of years' purchase. To this the court objected in 
the following terms: 

Under all the circumstances I think a five years' piurchase should 
be applied in fixing the good-will. The value of the decedent's interest 
in the ex-partnership should be determined in the following manner: 
From the average net profits of $400,990.70 for the three complete 
fiscal years preceding the death of decedent should be deducted 6 per 
cent on the average net capital of $1,050,333 employed for the same 
period, amounting to $63,019.98 and $100,000 for the salaries of the 



^ Gleason and Otis, " Inheritance Taxation." 

349 



350 CAPITALIZATION OP AN ENTERPRISE 

two partners. The difference, or $237,970.72, multiplied by 5, is 
$1,189,853.60 the value of the good-wiU.^ 

In a somewhat similar case involving the value of the good-will 
of Tiffany and Company, the well-known New York jewelers 
whose business has been established over sixty years, the court 
held that ten years' purchase was fair, stating in its decision: 

It is contended that the value of the good-wiU should be ascer- 
tained by multiplying the average net profit by 3 or 5, instead of 10. 
The cases in this country are not uniform in regard to the nimiber of 
years' purchase by which the average annual net profits may be 
multiphed for the purpose of deterrnining the value of the good-will. 
Most of the American cases adopt a period ranging from two to six 
years, the nvimber being dependent upon the nature of the business, 
the length of time during which it has been established at a particular 
place and the extent to which it is known to the pubUc. ' 

In a later case" this principle was laid down even more clearly. 

Our courts have not adopted the rigid rule established by the 
EngUsh courts of limiting the value of good-wiU to one year's pur- 
chase of the net annual profits of the business calculated on an average 
of three years, or that three years' net profits of a business arbitrarily 
represent the value of its good-wiU, but on the contrary incline to the 
more equitable rule that the value of good-will may be fairly arrived 
at by multiplying the average net profits by a number of years, such 
number being suitable and proper, having reference to the nature and 
character of the particular business under consideration. 

Calctilation of Good- Will 

The calculation of good-will for purposes of capitahzation is 
comparatively simple. To illustrate, we will suppose that the 
books of a hardware business show an actual present worth in 



" Matter of Flurscheim, New York Law Journal, June 6, 19 19, as reported in " Inheritance 
Taxation," by Gleason and Otis. 

3 Matterof Moore, 97 Misc. 238; 162 Supp. 213, as reported in "Inheritance Taxation," 
Gleason and Otis. 

4 Von Au V. Magenheimer, lis App. Div. 84-87; loo Supp. 659, as reported in " Inheri- 
tance Taxation," by Gleason and Otis. 
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material values of $150,000. The books also show that for the 
past five years the annual profits have been fairly steady, averag- 
ing, after making all deductions except interest on the investment 
and partners' salaries, $36,000, of which $15,000 has been with- 
drawn by the three partners on salary account and the remainder 
either divided among the partners or left in the business. Barring 
any unusual developments the business would be expected to do 
at least as well and probably better in the future. 

If the salaries in the incorporated business are fixed at $15,000 
in the aggregate — the same sum as drawn under the partnership 
— the average annual gains amount to $21,000. This $21,000 
represents the total net profits — both the returns on the invested 
capital and the producing power of good-will. 

From the net profits of $2 1,000, 8 per cent on the investment — 
$12,000 — might be deducted, leaving a profit balance of $9,000 
to be credited to good-will. 

Capitalization of Good-Will — Methods 

In the incorporation of an established business, good-wiU may 
be capitalized on the basis of an agreed number of years' purchase 
or on the basis of profit percentage. In either case a careful esti- 
mation should, of course, give approximately the same results. 
The percentage method is used in the following illustration. 

On account of its intangible and somewhat illusive nature, 
good-will should be capitalized more conservatively than material 
values. In the case of our hardware store, good-will might be 
capitalized to produce 20 per cent annually. Then $9,000 being 
20 per cent of its value, the good-will capitalization would be 
$45,000. As a matter of precaution this might be scaled down to 
$40,000; or, for the sake of round numbfers, might be increased to 
$50,000. This good-will capitalization, added to $150,000 for 
the material values included in the present worth, gives a total 
capitalization for the entire business of $190,000, or $200,000 — 
according to the amount taken for good-will capitalization — on 
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which the business can earn an annual profit of a little over lo 
per cent on the first capitalization or ii per cent on the second. 

In ordinary practice a rough-and-ready rule would frequently 
take the place of these calculations. If ii per cent were con- 
sidered a sufficient annual profit for the business to earn, its 
capitalization would be fixed on that basis. As the net profits 
in our illustration are $21,000, this by a very simple calculation 
places the proper capitalization of the company at approximately 
$190,000. From this amount the property values of $150,000 
are deducted, leaving $40,000 to represent interest on the invest- 
ment and the value of the good-will. 

The percentage method of determining capitalization follows 
closely the method of capitalizing net income prescribed under 
the capital stock tax law for determining the " fair average value " 
of capital stock. This provides that "the officers making the 
return will capitalize the annual income on a percentage basis 
that fairly represents the conditions obtaining in the locality that 
representative enterprises must earn to maintain their stock at 
par. In other words, if enterprises engaged in a similar business 
must on the average earn 1 2 per cent on their issued capital stock 
to keep the value of their stock at par, the net income should be 
capitalized by dividing it by .12. "' 

The value of good-will for purposes of capitahzation may also 
be readily found by the court rule stated in a preceding section. 
The average annual net profits after the deduction of interest on 
investment are $9,000. It is presumable that "having reference 
to the nature and character of the particular business under 
consideration " the number of years' purchase would be fixed at 
five, which gives $45,000 as the value of the good-will. 

Capitalization of an Incorporated Partnership 

Where a partnership is to be incorporated and the new com- 
pany is to be composed entirely of the old partners, the impor- 

s Comment on Exhibit C, Form 707, Capital Stock Tax. 
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tance of including the good-will or of valuing it accurately, is not 
always apparent at first sight. If, instead, the capitalization were 
based on the material assets of the business, and the stock dis- 
tributed among the partners, each would have his proportionate 
interest, securing to him his proper status in the new company 
and his proper proportion of its profits, and this would seem to 
be all-sufficient. 

As a matter of fact, such a capitalization would be sufficient 
so long as the business remained without change in the hands of 
the old partners. It is then a close corporation in which the capi- 
talization is a matter of small moment, frequently fixed arbitrarily 
at some convenient figure and serving merely as a means of appor- 
tioning interests. 

If, however, there is any probability of changes in the mem- 
bership — of stock being sold — the capitalization of the business at 
its real value becomes a matter of material importance. Even 
when such changes are not contemplated there is always the 
possibility that one of the original partners may die or become 
financially involved, necessitating the sale or other disposition of 
his stock, and then the amount of capitalization again becomes a 
matter of importance. In any case, if stock is to be sold, no 
matter whether from intent or necessity, a deficient or under- 
capitalization will be found ernbarrassing and distinctly dis- 
advantageous. 

The reason for this is not hard to find. If the company were 
overcapitalized the matter could easily be explained to the pur- 
chaser of stock. Indeed, this is just what he is anticipating, and 
he would very cheerfully agree that the price of the stock should 
be less than its face value. On the other hand it is usually diffi- 
cult to convince him that the company has been undercapitalized 
and that he should therefore pay more than its face value for the 
stock. He may be convinced, perhaps, that such is the case, but 
even though the undercapitalization is patent, it will usually be 
found that the prospective purchaser of stock insists on being 
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admitted into the corporation on the basis of actual capitaliza- 
tion, and not on the basis of the larger values claimed by the 
partners. This being true, and the good-will being valuable 
property belonging to the business, it should be valued and in- 
cluded in the capitalization. with the same care that is given any 
other asset. * 

Good- Will Represented by Common Stock 

Good- will is included as a matter of course in the capitaliza- 
tion of consolidations and other large enterprises and when it 
forms an important part of the values taken over the common 
stock is frequently based directly upon and represents this good- 
will. In such cases preferred stock is first issued to the full value 
of the property assets of the undertaking. The dividend to be 
paid on this preferred stock is then deducted from the total net 
earnings, the balance left representing the earnings of the good- 
will. From this is determined the value of the good-will and 
common stock is then issued to its full amoimt. 

For instance, if the total estimated net earnings of a concern 
to be capitalized on this basis are, after all necessary deductions, 
$3,000,000 per annum, and the property values involved are 
$20,000,000, preferred stock is issued to this latter amoimt. If 
an 8 per cent preferred dividend is to be paid, its amoxmt, $1,600,- 
000, is deducted from the $3,000,000 of earnings, leaving $1,400,- 
000 of annual profits to the credit of good-will. 

This good-will is to be represented by common stock, its 
amount being fixed by the dividend rate dedded upon. If the 
common stock is to have an 8 per cent dividend, a simple calcula- 
tion will show that the $1,400,000 of profits will pay 8 per cent 
upon |i 7,500,000, which is therefore the amount of common stock 
to be issued. This would usually be placed at $18,000,000, or 
even $20,000,000, for the sake of round numbers and in hopes that 



'For fuller discussion of this subject , see Chapter XXX, ' ' Capitalization Based on Profit 
Probabilities." 
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increased earnings might permit the 8 per cent dividend on this 
larger amount. The total capitalization of the concern would 
then be the sum of the preferred and common stocks, $38,000,000, 
or $40,000,000, according to the moderation of the incorporators. 

The capitalization of the United States Steel Corporation 
was reached by a method similar to this. Preferred stock and 
bonds were issued to the full value of the material assets. Com- 
mon stock was then issued tp represent the good-will, the amount 
of this common stock being such that it would have received 
about lyi per cent dividends if the estimated profits had been 
maintained. ' 

In the early history of the United States Steel Corporation 
the public had little confidence in its ability to stagger under its 
tremendous burden of capitahzation — over a biUion dollars. 
The quoted price of common stock went lower and lower, until a 
share of the par value of $100 could be purchased for $8. That 
the capitalization' was justified has been shown by its recovery 
in later years to over 136. During 1920 the stock ranged from 
76X to 109. 

Another typical capitalization of the kind was that of Sears, 
Roebuck and Company, the mail-order house of Chicago. Here 
the material assets turned over to the company on its organiza- 
tion in 1906 are stated roundly to have had a net value of not less 
than $10,000,000. The profits of the preceding year were $2,868,- 
061.31. The custom of issuing preferred stock to represent the 
tangible assets and common stock to represent good-will was 
followed. This gave $10,000,000 of preferred stock as the first 
item of the new capitahzation, to which was assigned a 7 per cent 
cumulative preferred dividend requiring for its payment $700,000 
annually. This being deducted from the 1905 net profits, left 
$2,168,061.31 to represent the producing power of the good-will. 
Common stock to the value of $30,000,000 was then added to the 



I WUgus, "A Study of the United States Steel Corporation.'; 
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capitalization to represent this good-will, which must therefore 
have been capitalized on a basis of between 7 and 8 per cent. 

The total capitalization of the company, which it is fair to 
presume was so determined, was fixed at $40,000,000, of which 
$10,000,000 was a 7 per cent cumulative preferred stock repre- 
senting the tangible property values, and the balance of $30,000,- 
000 was common stock representing the good-will, or the net 
earning power of the business after payment of 7 per cent on the 
material values involved. 

Since its incorporation the company has paid its preferred 
dividends regularly and has also paid substantial dividends — the 
1920 rate 8 per cent — on its common stock. In addition, stock 
dividends based on accumulated profit have been paid the com- 
mon stockholders as follows: 1911, 33M P^r cent; 1915, 50 per 
cent; 1917, 25 per cent. The common stock, then totaling $75,- 
000,000, ranged in price during 1919 from i68>^ to 23oX- The 
lowest quotation of the disastrous year of 1920 was 85^. A 
stock dividend of $30,000,000 paid in 1920 and bringing the total 
capitalization up to $105,000,000, was a contributing cause of 
this low figure. The general conditions indicate that the original 
capitalization was conservative. 

At present the requirements of the excess profits tax law are 
interfering with this method of capitalization, which before the 
enactment of that law seemed likely to become the rule. Thus, 
in the incorporation of the Endicott- Johnson Company in 1919, 
the good- will was not valued in accordance with producing power, 
but with the arbitrary provision of the excess profits tax law that 
no valuation of intangible assets is recognized in excess of 25 per 
cent of the par value of the total stock of the corporation. The 
governmental authorities have no power to force any such plan 
of capitalization, but compliance is advantageous as it facilitates 
the routine of reporting and adjusting taxes. 

In the case of the Endicott- Johnson Company the total capital 
stock amounted to $29,000,000, and approximately 25 per cent 
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of this, or $7,000,000, was assigned to good-will. As stated by 
one of the organizers of the company, "Based on the earnings of 
the Endicott- Johnson Company, or on the lump sum valuation, 
the good-will of the company would be figured undoubtedly at a 
very much higher amount." 

The effect on capitalizations of this nature of the introduction 
of shares without par value is discussed in a later chapter. * 

Capitalization of Anticipated Good- Will 

In the capitalization of large combinations, such as the United 
States Steel Corporation, the problem is complicated by the 
necessity, or the desire, of considering not only the existing good- 
will but the anticipated good-will, i.e., the expectation of in- 
creased profits. These are expected because of the economies 
and greater efl&ciencies that follow, or should follow, the combina- 
tion of previously competing concerns. If such economies can 
really be effected and the anticipated profits resulting therefrom 
are capitalized conservatively, the proceeding is proper. Fre- 
quently, however — as is shown by the history of many of the large 
capitalizations of the late nineties — the practice has been carried 
far beyond the bounds of conservatism. Such capitalizations 
are — as to their anticipated earnings — made on the basis of profit 
probabilities, and are discussed at length in the next chapter. 

8 Chapter XXXIII, " Shares Without Par Value." 



CHAPTER XXX 

CAPITALIZATION BASED ON PROFIT PROBABILITIES 

Nature of Profit Probabilities 

Somewhat similar to the capitalization of the good-will of a 
going concern is the capitalization of the profit probabilities of a 
new enterprise. The difference between the two lies in the very 
material fact that the good-will of a going concern is the proved 
earning power of the enterprise as shown by its past history, 
while the profit probabihties of a new undertaking are mere ex- 
pectations, to be prpved or disproved by the event. The one can 
be determined with considerable accuracy, while the other can 
only be estimated and is usually very much overestimated. 

Effect of Capitalizing Profit Probabilities 

In enterprises of a certain class, particularly in those of a 
speculative nature, the capitalization of profit probabilities is 
usual and expected, and, within bounds, is a legitimate proceed- 
ing. The effect may be illustrated by the capitalization of the 
coal property discussed in a preceding chapter,' which, on the 
basis of present value, was fixed at $300,000. If, after reservation 
of a sufficient amount each year to provide against the depletion 
or final working out of the property, and for any other necessary 
charges together with a reasonable reserve for surplus, the esti- 
mated profits will pay a dividend of 15 per cent on the invested 
capital of $300,000, the capitalization of the enterprise might be 
increased to twice this amount, or to a total of $600,000. If the 
enterprise is as successful as anticipated, it will be able to pay 
annual dividends of 7>^ per cent on this increased capitalization. 
Such a dividend, provided the property is adequate and the man- 

■ Chapter XXVII. 
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agement good both in "action" and reputation, would give the 
$600,000 of stock a par value and bring back to the original 
owners a good-will profit, incidental to the successful operation 
of the mine, of 100 per cent on their investment. 

The propriety of capitalizing profit-producing power in any 
such case can be determined only by later developments. In an 
enterprise well within the realms of ordinary business — as coal 
mining — the determination of earnings in advance should be 
comparatively simple and fairly accurate. If the enterprise pays 
fair dividends on the capitalization, the estimates are justified 
and the capitaHzation is proper. If it does not, they are in error 
and the capitalization is an overcapitalization. 

Stock Prices as Affected by Capitalization 

If the capitalization of this same coal mine were kept at the 
original figure of $300,000, and the profits were the sanie, the 
dividends would be above any normal rate of interest, the stock 
would sell above par, and the owners would secure a good-will 
profit in this way. To equal the good-will profit of the larger 
capitahzation, however, this increased price would have to be at 
least $200 for each share, and it is doubtful if this figure would be 
reached in an ordinary coal mining company on the assumed 
dividends of 15 per cent. A coal mine stock paying 7^ per cent 
dividends may, under certain conditions, sell very readily at $100 
a share, or par, but if this 73^ per cent stock sells at par, the same 
stock paying 15 per cent dividends will not bring $200, or twice 
par. The dollar mark on the stock certificate explains, in part 
at least, this discrepancy. It is labeled "$ioo" and it is difl&cult 
to get the purchaser to pay more. Two $100 shares at $100 each 
appeal to him much more strongly than one $100 share at $200. 
So long as this is true, if the original owners contemplate future 
sales of stock and have any real basis for their belief in the earn- 
ings of the property, the larger capitalization is good and justi- 
fiable business. From one point of view the stock is watered to 
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the extent of $300,000, but such watering under the assumed 
conditions and with adequate and properly guarded reserves, is 
legitimate and fully justified. If the dividends are paid it is 
merely a capitalization of values prior to or in anticipation of 
their development. 

The effect of increased capitahzation on the market value of 
stock, is explained from a somewhat different point of view in the 
following quotation, which was written when interest rates were 
considerably lower than at present. 

If an enterprise were capitalized at such a figure, say $200,000 that 
it could earn and pay a regular annual dividend of 6%, its stock should 
seU readily at par, or $100. If its capitalization were reduced one-half, 
to $100,000 so that its regular annual dividend became 12%, the stock 
having twice the earning power, and representing the same corporate 
property, should, theoretically, seU at twice par, or $200. As a matter 
of fact it would do nothing of the kind, ordinarily bringing from 175 
to 180 according to circimistances, and showing the "cashing in" 
value of the smaller capitalization to be from 10% to 1 2}4% less than 
that of the larger. That is, the smaller capitalization would involve a 
loss on the sale of the entire capital stock of from $20,000 to $25,000. 
So long as this is true, enterprises wUl be capitalized on their earning 
capacity rather than on their actual inunediate value.* 

Earning Power of Inventions 

In capitalizing inventions the anticipation of eanung power is 
customary. Any close estimate of the probable profits is, of 
course, impossible, and frequently the capitalization is decided 
"by guess." If, however, the incorporators are inclined to be 
conservative, the earning power of the enterprise as a whole is 
estimated as accurately as possible, this estimate is discounted 
by a wide margin, and the capitalization is based on what re- 
mains. The capitalization so determined must be large enough 
to provide from stock sales for all operating capital required, and 
to provide a sufl&cient amoimt of stock for the owner and his 

" Conyngton, "Corporate Organization and Management." 
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associates to represent fairly the value of their interest. If any 
stock is to be reserved for future emergencies, the capitahzation 
must also take this into account. Usually, however, any capitali- 
zation based on the estimated earning power of an invention is 
large enough to provide for every possible requirement. 

To illustrate such a capitahzation, suppose a new sewing 
machine is invented and developed to the operating point. It is 
an improvement over existing machines and is fully protected by 
patents. It is estimated that after due provision for all operating 
requirements is made it will bring annual profits of $100,000. 
Some $250,000 in cash is needed for plant, equipment, and work- 
ing capital. Perhaps also, $25,000 in cash is demanded by the 
inventor in addition to a substantial stock interest, say, 10 per 
cent. A much larger proportion of stock might have to be given 
the inventor — ^perhaps a third or even more — though the advance 
cash given him would count heavily against the amount of stock 
to which he is entitled. 

The capitahzation of the company would probably be in the 
hands of the parties who are to finance the enterprise and they 
might fix the capital stock at $750,000. One-half, two-thirds, or 
perhaps more — say, $550,000 — will be given for the $275,000 of 
money required, the exact amount depending upon the desirabil- 
ity of the invention, the ease of the money market, the standing 
of the men connected with the enterprise, and the persuasive 
ability of the promoters. The inventor would then be given his 
cash and his $75,000 of stock. A stock reserve of, say, $50,000, 
would be left in the treasury, and the remaining $75,000 of the 
total capitalization would be retained by the promoters as com- 
pensation for their efforts. 

Under this capitahzation the promoters might deem their 
remimeration rather small and would probably prefer to capi- 
talize at $1,000,000, increase the amount of stock given for the 
required cash to, say, $650,000, increase the amoimt for the in- 
ventor — if he could not be persuaded to take less — to $100,000, 
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increase the reserve to $100,000, and then retain the remaining 
$150,000 for themselves. The average promoter would consider 
this a moderate pajonent for his services. 

The capitalization of this same enterprise might have been 
determined from a different standpoint. The amount of stock 
necessary to secure the needed cash might have been estimated, 
the amount for the inventor settled by agreement, the stock 
reserve decided upon, and the prospective returns then calcu- 
lated with careful accuracy to determine the amount of addi- 
tional capital the enterprise would stand, this additional capital, 
if agreed to by the inventor and the investors, coining to the 
promoters as their profits. 

If in the case mentioned the inventor had friends to whom he 
could go direct and secure the needed money, thereby eliminating 
the promoters, the capitahzation would probably be much the 
same, but with a different disposition of the proceeds. The capi- 
talization would perhaps be fixed at not more than $750,000. 
Of this amount the men with money might take from one-half to 
two-thirds, set aside $100,000 to $150,000 for reserve, and turn 
over the remainder of the stock and $25,000 of cash to the in- 
ventor. 

Capitalization of Franchises 

When we come to the capitalization of enterprises operating 
under a municipal or some other public franchise which they 
include among their assets, the question of profit probabilities 
arises in a different form. Such enterprises are numerous and the 
proper basis of capitalization is a matter of much controversy — 
the point at issue being whether the value of the franchise is 
properly included in the capitalization or whether the capitaliza- 
tion should be confined strictly to the property values of the 
undertaking. 

The difficulty here seems to arise from the practice, formerly 
prevalent, of bestowing franchises as a free gift, or as a special 
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inducement to secure the construction of some quasi-public work 
or utility, or as a tribute to the influence of money or the power 
of politicians. 

For example, the Philadelphia authorities some decades ago 
granted a franchise — ^broad in extent and liberal in its provisions 
— for the use of the city streets for trolley purposes. It was 
granted as a free gift. Immediately thereafter John Wanamaker, 
who had opposed the grant, offered the recipients $2,000,000 for 
the franchise as it stood. The offer, undoubtedly intended as an 
object lesson to show the people how they were being plundered, 
was refused. 

In the present day, franchises are rarely obtained by improper 
methods, but are secured by more or less adequate payments, or 
under profit-sharing, price-fixing, or other agreements which at 
least partially protect the public interests. Occasionally the 
public still donates franchises or allows them to go to favored 
individuals for their personal advantage. In some cases the risk 
or the investment involved is so great that construction and 
operation under such franchises can only be secured by their dona- 
tion. Be this as it may, the owners having secured their franchise, 
whether by gift, purchase, or other means, are by law and custom 
entitled to regard it and capitalize it as they would any other 
private property. 

For instance, suppose that a little group of financiers secure 
without cost to themselves a thirty-year franchise permitting 
them to use the streets of their home town for the distribution 
and sale of gas and electricity. By a simple engineering estimate 
they find that their installation, including the laying of pipes, 
placing wires, and all expenses up to the point of beginning busi- 
ness, will cost approximately $450,000. For operating capital and 
as a margin of safety they allow $50,000 more, making the prop- 
erty requirements of the company $500,000. They find by an 
estimate and comparison of results secured by gas and electric 
companies elsewhere that after deducting all operating and inci- 
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dental expenses they should make an annual profit of $110,000. 
From this amount a reserve of $35,000 per annum is to be taken 
to provide for depreciation, obsolescence, extensions, etc., so that 
$7S,ooo is left for interest on investment and profit. Taking all 
the business risks and contingencies into consideration, the 
financiers are perhaps entitled to 8 per cent on their investment. 
After deducting the total of the reserve and interest, $35,000 is 
left as the annual earning power of their franchise, the value of 
which, capitahzed on an 8 per cent basis, would be $437,500. 
In order to be on the safe side and to avoid" dividends so high as 
to invite public criticism, the parties in control would probably 
capitalize at $1,000,000, put in the $500,000 in cash necessary for 
their installation, and take out $2 in stock for each $1 of cash 
invested. On this stock they would receive an aimual dividend 
of "jyi per cent. 

Or they might, as is the common practice, capitalize the com- 
pany at $500,000, this representing approximately the value of 
the franchise, divide this stock among themselves, and issue 7 
per cent bonds to a similar amount to cover the material values 
involved. These bonds would then be sold to secure the $500,000 
of required cash and the stock be divided among the parties in 
control. 

Or again, as the full earning power of the plant would not be 
reached for some years, the owners might capitalize at $500,000, 
issue this for cash, and then as profits increased enlarge their 
capitalization accordingly, issuing this additional stock pro rata 
to their stockholders as stock dividends until the full capitaliza- 
tion of $1,000,000 is reached. 

In any of these assumed capitalizations the method and the 
amount are fair and proper. The capitalization in each instance 
is justified by the earning power of the company and the fact 
that this earning power may be largely due to a franchise donated 
by the people, or even stolen from the people, does not from an 
economic standpoint affect the propriety of the capitahzation. 
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Nor when such stock is sold is there in the absence of misrepre- 
sentation any wrong to the purchaser. He is offered stock at a 
certain price based on certain property and franchises, which 
pays, or is expected to pay, a regular and known dividend. He 
must exercise the usual prerogatives of the purchaser in his in- 
vestigation, and purchase only if he thinks the stock is worth 
the money. 

These statements do not, of course, apply to the excessive over- 
capitalizations, discussed in a later chapter, ^ to the enterprises 
which are capitalized and recapitalized and this capitalization in- 
creased to a figure far beyond any possible carrying power of the 
enterprise. Even then the excessive capitalization is objectionable 
mainly because this highly watered stock is sold to the public on 
the expressed or understood representation that the capitalization 
is reasonable, is supported by fair property values, and is one on 
which fair dividends can be paid. Such sale of stock, it is true, is 
a form of plundering the public even more direct than the theft of 
franchises, but the excessive capitalization is merely an accessory 
feature no more harmful in itself than is the dark lantern or 
"jimmy" of the professional burglar. 



3 Chapter XXXII, "Excessive Capitalization." 



CHAPTER XXXI 
CAPITALIZATION BASED ON PROFIT POSSIBILITIES 

Profit Possibilities 

The distinction between capitalization of profit probabilities 
and profit possibilities is expressed by the terms. Profit prob- 
abilities are usually capable of a fair approximation. Profit 
possibilities are not. The groimds of expectation in the latter 
case are too uncertain, too remote, or too unknown. Any esti- 
mate of profit possibilities is therefore necessarily much in the 
nature of a guess — ^probably very much too large — ^possibly very 
much too small. 

The more speculative enterprises, such as many mines, wild- 
cat oil developments, new processes, inventions outside the realm 
of experience, and all cases where desperate financial risks are 
balanced against extraordinary profits in case of success, are in 
the class where profits are possible, but not probable enough to 
permit of approximation. The real value of these enterprises 
cannot be ascertained by any means short of actual development, 
and until this development has offered a surer foundation for 
capitalization the possibilities furnish the only basis that may be 
had and the basis that must therefore be employed. 

The practice of capitalizing profit possibilities is hardly open 
to serious objection, so long as the basis employed is well under- 
stood. If, however, promoters or others selling the stocks of such 
enterprises misrepresent the conditions, directly or indirectly, for 
the sake of making sales, the proceeding becomes highly objec- 
tionable. It is then nothing less than fraudulent, but, as stated 
in the preceding chapter, the fraud lies in the false representa- 
tions, not in the excessive capitalization — save as this may in 
itself be misleading. 

366 
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Profit Possibility Capitalizations 

As the actual values of "profit-possibility" enterprises cannot 
be ascertained, their capitalizations are merely the expression of 
the hopes of the promoters and are therefore naturally large. 
They cannot, however, be termed overcapitalizations in the 
ordinary sense of the word. If successful, the enterprise will 
probably sustain its capitalization. If not successful, tlie amount 
is a matter of small moment. 

As the imaginative powers of the promoters have free sway 
in these speculative undertakings, startling capitalizations are 
common. When such an enterprise is to be offered to the public, 
it is first capitalized up to the h'mit of reasonable possibilities, 
then as much more capitalization thrown in as the promoter's 
very elastic conscience will allow, and again some more if the sum 
total does not seem sufficient. As much stock is sold as possible 
at the highest figure the pubHc can be induced to pay — ^which is 
usually a few cents on the dollar — and purchasers and promoters 
then await the results of their "gamble." The promoters, having 
already taken their first profits from the sales of stock, are, how- 
ever, in the better waiting position. In most cases of the kind no 
other profits are realized. 

Capitalization of Oil Possibilities 

In oil ventures and mining prospects we find these speculative 
capitalizations best exemplified. Here the possibilities are large 
and elastic and it is not hard to find sensational examples of just 
such possibilities actually realized. The successes are blazoned 
in the announcements of new concerns. For instance, a recent 
oil advertisement lays the premise for its capitalization and ap- 
peal as follows: "Say! — Did you pass up Hog Creek? — Or did 
you receive $23,000 for every $100 you invested?" 

Another advertisement does not rely on any one isolated 
instance but masses its facts as follows:' 



' The full list contains twenty items. 
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Getting in at par in small capitalized, pioneer companies in new 
fields has brought wealth and luxury to thousands like yourself. The 
following table shows how much you would have made had you gotten 
in Early: 

$ioo invested in the Fowler Farm brought $15,000 

$100 invested in the Trapshooter 40,000 

fioo invested in Kern River Co 8,000 

$100 invested in Pinol Oil Co 10,800 

$100 invested in San Joaquin Co S,7oo 

fioo invested in Lucile Co 16,000 

$100 invested in Home Oil Co 40,000 

$175 invested in Coline Oil Co 80,000 

$250 invested in Central Oil Co 4S,ooo 

$100 invested in Burk- Waggoner Oil Co 3,333 

The past is gone forever. Only by applying the lessons learned 
therefrom to the present can you gain a fortune such as above outlined. 

With such facts — for facts most of them are — to inspire the 
promoters of similar speculative undertakings, the results as 
expressed in anticipations, and capitalizations are sometimes 
astonishing. "$10,000,000 cash profits within 8 months is our 
prediction for our clients," reads a recent "ad" in the Texas Oil 
Ledger. A Kansas writer describing the method employed in 
floating oil leases under what is known as the " unit system "• — 
analogous in idea to no-par-value stock — whereby each investor 
receives a fractional part or "unit" of the whole, says: 

" The rise of the ' unit ' system made a particular appeal to the 
speculative investor. The one-eighth royalty retained by the land 
owners was the basis of high finance. Purchasing, say, one-tenth 
of one-eighth for $10,000, in a field where some production has been 
found, this fraction was capitalized into thousands of units, each pur- 
porting to be an undivided interest in the fraction. In some instances 
a $10,000 fraction was the basis for 100,000 units sold at $20 each, and 
these were scattered over the State with a rapidity that made many 
fortunes. In one instance the units numbered 5,000,000 at 10 cents 
each. Complaints to the Blue Sky Board showed that some owners 
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of units would not receive i per cent on their investments until the 
property, yet to be developed, yielded $3,000,000 worth of oil." * 

A capitalization designed to appeal to the masses is the theme 
of the following quotation: 

Empire Oil and Gas has a capitalization of ten million shares of par 
value one cent apiece, U. S. currency, totalling $100,000. This is 
based on a half interest in the Violet Armstrong lease in the Nowata 
field, Oklahoma, on which four wells have been drilled, three of which 
are producing, as one might say — the total production being estimated 
at six barrels a day — ^while the fourth is making gas. The company is 
therefore entitled to about three barrels a day, or, as our lightning cal- 
culator would say, $3,500 a year. Readers interested in pure mathe- 
matics, as distinguished from applied, will verify the statement 
that this amounts to about one- thirtieth of a cent per share. ' 

Notwithstanding these glaring examples, it must in justice to 
the oil industry be said that while capitahzations carried to the 
point of absurdity are common, and fraudulent capitalizations 
and incorporations are not unknown, many of the present-day 
companies are capitalized with moderation and their stock sold 
at a price that bears some approximation at least to its real value. 

Capitalization of Mining Possibilities 

Coming to gold mining operations we find an even freer use 
of capitalization than in the field of oil. The following quotations 
are accurate save as to names, which have been changed. 

"Lightning Mountain" mines are now working in rich ore, 
with a capitalization of $1,000,000 "all in the treasury." Just 
how the company can be carrjnng on active operations when the 
stock is " all in the treasury " is not explained, but they are not to 
be carried further on this anomalous basis for, as stated in the 
announcement, money is needed for operation and development, 



' Bulletin National City Bank of New York. 
3 Magazine of Wall Street, April 17. 1920. 
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and the treasury stock is offered for a "limited period" at i cent 
for each $i share. If the whole capitalization were sold at this 
offered rate the company would have $10,000 in its treasury. 
Ten thousand dollars, it would therefore seem reasonable to 
assume, is the present cash valuation placed by the owners on 
the property. It would be very safe to say without investigation 
that the property consists of more or less undeveloped prospects 
and that the valuation of $10,000 is at least the full present value 
of the property. 

Another mining proposition is "Keystone Consolidated," 
capitalization $1,500,000. This is to operate a developed mine 
and therefore shares — "par value $1" — are higher, selling at 3 
cents each "for a short time only." Another announcement fixes 
the capitalization of the "Lucky Strike" at $41,500,000, selling 
at 2 cents for each $1 share, and states that "one big vein of $90 
gold ore has already been reached." 

Another mining enterprise states the conditions very clearly 
in its advertisement. Its stock is offered at 5 cents per share. 
The announcement explains: "The capitalization of this com- 
pany is moderate — only 1,000,000 shares of the par value of $1 
each. At the rate of 5 cents a share this means that it is Uke a 
capitalization of only $50,000, if all the stock were sold. Every 
$25,000 net profit would mean about 50 per cent on your invest- 
ment. Every $50,000 would mean 100 per cent. Think of that! 
And what is $50,000 net profit in a prolific Arizona camp?" 

A still more interesting announcement is that of a prospecting 
company which owns nothing at all, but thinks something can 
be discovered among the Nevada hills and has capitalized this 
possibility at $1,000,000. This is "all full paid and non-assess- 
able, " though how the stock has been made full paid is not ex- 
plained — probably it was issued in payment for the possibiHties. 
Half this stock — shares $1 — is offered for sale in 1,000-share 
blocks at 2 cents a share — $20,000 if the entire capital stock 
were sold. 
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Large Capitalizations — Selling Appeal 

In all ventures of this kind the astonishing inducements 
possible with millions of capitalization at hand are reUed upon for 
the appeal to the public. It is usually understood by those who 
buy that such capitalizations are artificial and no possible measure 
of the present value of the enterprise. Notwithstanding this, 
the public cannot escape from the impression that capitalization 
is in some way the measure — future, if not present — of the value 
of the property, and that a share of stock of the par value of $i 
purchased for 2 cents, cannot fail to give a large profit somewhere, 
immediate or future —that the transaction, thoughnot quite similar, 
is pleasantly allied to the purchase of dollar bills with 98 cents off. 

Probably in the majority of enterprises of this nature the 
capitalization bears no possible relation — save perhaps of exag- 
geration — to the value of the properties present or future, but is 
merely an arbitrary amount which the promoters think suffi- 
ciently large for their purposes. There is also more than a sus- 
picion that in many cases the profits responsible for these airy 
capitalizations are to be drawn from the pockets of the unlucky 
investors rather than from the treasure houses of the earth. 

In justice to the speculative offering, however, it must be 
said that in many cases the properties to be acquired are worth 
considerably more than would be indicated by the early selling 
price of the stock. Those in control may be and often are willing 
to sell their first stock at a figure very far below its real value — 
or its value after this first money is secured. They do this in 
order to get the capital needed to start things going and make the 
remainder of the stock, as well as that already sold, very much 
more valuable. It is on this basis— real or assumed — that the 
ascending-scale offers, so common in speculative offerings, are made. 

Capitalization of General Speculative Possibilities 

In speculative enterprises outside of oil and mining under- 
takings, large capitalizations, though frequently better justified 
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by the possibilities, are of necessity fixed in the same loose manner 
In these enterprises, usually exploiting inventions outside the 
beaten paths, the value is impossible of determination and the 
capitalization is therefore fixed at the amoimt the promoters deem 
desirable or think the enterprise can carry. When the public is 
appealed to, the price of stock is fixed at such a figure as will 
make sales possible and is thereafter adjusted and readjusted as 
circumstances dictate. 

Wireless telegraphy affords an excellent illustration of this 
kind of capitalization. No real commercial value for wireless 
operations had been shown when the capitalization of the original 
Marconi Wireless Telegraph Company was in 1897 fixed at over 
$6,000,000. No demonstration of its practical application sufl&- 
cient to justify any such capitalization had been made when in 
1899 a subcompany was formed in America with a capital stock of 
$6,500,000, or in 1902 when a subcompany was formed in Canada 
with a capital of $5,000,000. The imcertainty of the whole pro- 
ceeding is shown by the fact that the capital stock of the Ameri- 
can company was later reduced to one-fourth of its original figure, 
and again increased to a total of $10,000,000, the new stock being 
sold to provide operating capital. It is further shown by the fact 
that no dividends were paid by any of the Marconi companies 
until 1910, and that no adequate dividends have ever been paid 
on the stock of the American company. 

There was no doubt as to the value of wireless telegraphy. 
As a matter of fact the earnings of the American Company have 
in the last six years — ^until its absorption by the Radio Corpora- 
tion of America — shown a steady increase. The only question 
was, and still is to some extent, how great is this value. It is sig- 
nificant that the Radio Corporation of America, organized in 
1919 to take over the Marconi and other valuable properties and 
patents, and greatly strengthened by the support of the General 
Electric Company and the American Telephone and Telegraph 
Company, avoids the difficulty of accurately forecasting the 
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future by a preferred stock issue of 5,000,000 shares of the par 
value of $5 each and a common stock capitalization of 5,000,000 
shares of no-par- value stock. To avoid loading the company too 
heavily at first, the preferred stock dividend of 7 per cent is made 
non-cumulative until after 1923. 

Discoveries in Unknown Fields 

When we come to an entirely new discovery where no "basis 
of comparison" exists, the problem of capitahzation lies almost 
entirely in the domain of conjecture and any amoimt decided 
upon is but Httle better than a guess. 

Many of the important discoveries of the past fifty years have 
been in the "imknown field." The most conspicuous example is 
the telephone. Liquid air is possibly one of the most picturesque. 

The telephone in which every dollar invested by the first 
stockholders increased over a thousand fold is the classical 
example of this kind of enterprise, and has furnished a text for 
thousands of prospectuses. In August, 1877, sixteen months 
after Bell's first patent was issued, there were but 778 telephones 
in use. Business men apparently did not care for the telephone 
and its future seemed doubtful — so doubtful that the men behind 
the enterprise did not at first attempt any capitalization. They 
formed an association without capital stock, in which the varjdng 
interests were represented by fractions. Bell and two of his 
associates each held a three- tenths interest; the remaining one- 
tenth interest was held by another associate. A few months 
later the Bell Telephone Company was organized with a capitali- 
zation of $850,000 — which was purely a guess, and a bad one at 
that. Four years later the American Bell Telephone Company 
was organized with a capital of $6,000,000. At the present time 
the successor of this company, the American Telephone and Tele- 
graph Company, has a capital stock of $441,947,338 besides a 
funded debt of over $270,000,000. Its controlled and associated 
companies have a capital stock of $657,336,578 with a funded debt 
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of nearly $280,000,000 — a total of capital stock and funded debt 
of over $1,600,000,000. The uncertainties of capitalization, when 
the future is darkly seen, could hardly be better illustrated. 

Liquid air was an entirely new product when its commercial 
exploitation was first attempted. It was surmised with much 
probability that its use would be varied and extended. This was, 
however, entirely a surmise. The substance had not been pro- 
duced in sufiicient quantities nor for a sufficient length of time to 
demonstrate its qualities, its applications, and the possibility of 
its commercial use. It might be used as a refrigerating element, 
or it might be used as a source of power. It might be used as a 
"disintegrating" agent to assist in making meat tender, or as a 
promoter of combustion to render materials ordinarily non- 
inflammable suitable for fuel. Many ingenious applications were 
perceived and heralded, and the "passing of the ice wagon" and 
of many other varied and even antagonistic articles and indus- 
tries was plainly to be seen — according to the glowing statements 
of the interested parties. 

All this, however, was mere speculation. The article, its 
method of manufacture, and its applications were new. There 
was no basis for the determination of a reasonable capitalization. 
The most prominent of the companies organized to exploit the 
new industry was capitalized at $7,500,000. Large dividends on 
this amount were figured on the basis of different applications of 
the material, handsome offices were rented, interesting and strik- 
ing demonstrations were given, and the public was invited to 
invest at a price of $5 for each $100 share. 

Whether or not this company was organized in good faith to 
develop and operate a legitimate industry cannot be said. Cer- 
tainly it very shortly developed into something strikingly like a 
stock-jobbing enterprise for the benefit of its promoters. Every 
energy was devoted to the sale of stock, extravagant and un- 
founded claims were made as to facts and figures, and the whole 
thing shortly fell into disrepute and disappeared. 
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In this case the capitalization was simply a mattei; of arbi- 
trary decision. In the hands of more extravagant promoters it 
might have been increased a few millions — in the hands of more 
conservative men it might have been reduced a few millions. 
Neither could be said to approximate the correct capitalization. 
It was purely a matter of guessing. 

Under conservative and proper management the company 
would probably have been capitalized at from $100,000 to $500,- 
000. A substantial interest would have been assigned to the 
inventor, a similar liberal interest would have been allotted to the 
men who provided the necessary development money, an ample 
reserve would have been kept in the treasury, and so constituted 
the company would have devoted its energies to the commercial 
application of liquid air until the value of the discovery itself and 
of the particular patents under which they were operating had 
been demonstrated to at least a reasonable degree. The value of 
the whole enterprise could then have been approximated and the 
company have been recapitalized on the basis of this value. 
Handled in this way the history of liquid air might have been 
very different. 



CHAPTER XXXII 

EXCESSIVE CAPITALIZATION 

Evils of Excessive Capitalization 

Excessive capitalization may be permissible and possibly not 
improper for the more speculative enterprises. For the usual 
business corporation it is an unmitigated evil. An excessive 
capitalization renders the payment of dividends difficult if not 
impossible. Under bad management dividends are paid notwith- 
standing the conditions, and are therefore paid either at the ex- 
pense of the future of the enterprise or from illegal sources. In 
any of these cases the prestige and reputation of the enterprise 
are seriously damaged, its financial conduct is difficxilt, and its 
final success seriously endangered. As a matter of fact, many 
failures of undertakings, sound as to the enterprise itself, are 
directly due to overcapitalization. 

Moreover, excessive overcapitalization tends to create and 
maintain an inflated and fictitious atmosphere. The enterprise, 
being on a more or less irresponsible basis, is too apt to be con- 
ducted on extravagant lines. Of what use are the ordinary busi- 
ness economies, when miUions are being created by the stroke of 
a pen, or even less laboriously by the easy operations of a printing 
press? Without regard to the real value of the enterprise, a 
$5,000,000 corporation is naturally more handsomely housed and 
equipped than is a modest little company with a capitalization of 
$50,000 or $100,000. Also its officers are more numerous, expect 
larger salaries, and demand more generous treatment, and the 
same scale of lavishness obtains from top to bottom of the entire 
enterprise. The whole thing is wrong and artificial, and from the 
substantial fee of the attorney who brings the overvalued com- 
pany into existence, to the residuary fee of the attorney who 
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attends to its decent dissolution — if enough is left to make this 
last sad rite worth while — the overcapitalized company is plun- 
dered and mismanaged. 

Causes of Overcapitalization 

Just what constitutes overcapitalization is too large a subject 
for discussion here. Unquestionably, any enterprise is entitled to 
capitalize up to its actual value as a going concern and as much 
beyond as is necessary to provide for legitimate present and future 
needs. It is usually entitled to capitalize any real profit prob- 
abihties. It may expand its capitalization to cover profit possi- 
bilities. Any capitalization on which it can reasonably expect to 
pay a fair dividend, after all proper reservations have been made, 
is hardly open to censure. Anything beyond this is overcapitali- 
zation. 

Overcapitalization of ordinary business enterprises usually 
results from one of four causes: 

1. Fraudulent intent. 

2. The method of promotion. 

3. Oversanguine estimates of value. 

4. The avarice of owners or promoters. 

I. Fraudulent Overcapitalizations 

Fraudulent overcapitalization borders very closely on, and 
perhaps includes, that vicious form of financial activity in which a 
capitalization is founded upon some non-existent or valueless 
property or enterprise, the real purpose of the undertaking being 
the sale of its worthless stock. 

An exceptionally good example of this kind of undertaking 
is found in the career of a corporation known as the Royal Dia- 
mond Company, which some years since conducted its operations 
with much artistic ability and success at a Wall Street address 
until stopped by an unappreciative police. 

This company was supposed to own newly discovered diamond 
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fields in South America rivaling the Kimberley. Stock sales were 
necessary to secure money for the development of the mines. 
The glittering claims and the attractive inducements were all 
that the subject demanded or that the imagination could desire. 
The undertaking was very successful in securing money. 

Here not only was the foundation of the enterprise itself — 
that is, the diamond mines — absolutely non-existent, but so also 
were most of the accessories. Whole boards of directors composed 
of dukes and earls and other dignitaries helpful to the business, 
together with banking references in different parts of the world, 
and maps, statements, diagrams, specifications, and other details 
necessary or desirable for the promoters' purposes, were con- 
structed out of the whole cloth. Nothing was omitted that could 
give the semblance of reality and everything was equally illusory. 
In fact, the only reaUy existent things about the brazen swindle, 
outside the office furniture and stock- jobbing equipment, were 
the promoters, their dupes, and the money from which these 
latter were parted. 

Even now such swindles are not unknown. At the time of 
writing the officers and promoters of a highly capitalized and 
widely advertised oil company are under indictment for neglect- 
ing to have any more substantial basis for their undertaking than 
the very attractive statements of their prospectus. 

The only question in such cases is whether any capitalization 
based solely upon the "airy fabric of a dream" can be termed an 
overcapitahzation. 

The ordinary fraudulent capitalization is, however, founded 
on something more tangible, if not more valuable, than the 
ethereal assets of the Royal Diamond Company. When proper- 
ties may be secured at so httle expense, or perhaps at no expense 
at all, it does seem reckless to found an enterprise entirely on a 
fictitious basis, the practice having the double disadvantage of 
being easy of detection and difficult of explanation. Even a good 
man might unwittingly overcapitalize an existing property, but it 
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would be difficult to convince the most confiding judicial officer 
that the capitalization of a non-existent property was merely a 
mistaken judgment of values. 

For this reason, fraudulent capitalizations are usually based 
upon actual properties located in some far-away place where 
investigation is difficult at best, and, so far as the smaller inves- 
tors are concerned, entirely impossible. A common example of 
such frauds is the selection of alleged oil lands as near to produc- 
ing properties as a low cost price and convenience permit, lands 
which cost perhaps a few hundreds or thousands of dollars fur- 
nishing the basis for millions of capitalization. 

In such cases the properties are deliberately overcapitalized 
without regard for present or future values, merely as an impres- 
sive basis for a swindle. The judgment of those in charge as to 
the amount best suited for their purpose is the only limit. Many 
of these undertakings have been signally successful in obtaining 
money for their promoters. In some few instances they have 
landed their promoters in the penitentiary. 

Even so-called "legitimate " financing, as the watering of capi- 
talization in the case of large combinations, is sometimes car- 
ried so far as to become fraudulent. In such cases the properties 
taken over are usually secured by the promoters of the enter- 
prise under option or contract and are then turned in to the cor- 
poration at two or even three times the prices at which they were 
secured by the promoters. The fraud in this case is upon the 
public, to whom the highly watered stock and partially secured 
bonds of the corporation are sold under the general understand- 
ing that the enterprise is capitalized on a legitimate basis — that 
any "water" that may have found its way into the corporate 
stock is merely the justifiable capitalization of good-will or of the 
increased earning power to be expected under the combination. 
The disastrous failures that have in so many cases followed such 
combinations show that their capitalizations have not always 
been based on legitimate expectations. 
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2. Capitalization to Meet Promotion Requirements 

Enterprises overcapitalized from the second cause, i.e., the 
method of promotion, are sometimes difficult of classification — 
difficult because, on occasion, it is hard to say whether such an 
enterprise should be classified as a fraud or as merely an over- 
strained legitimate undertaking. The results are the same in 
either case, for so much is spent for advertising, for the main- 
tenance of ostentatious ofl&ces and officers, and particularly for 
the pajonent of commissions and profits, that there is little, if 
anything, left for the operations of the underl3nng enterprise. 

As a rule undertakings overcapitalized because of the methods 
of promotion, are founded upon propositions of more or less merit. 
Even a dishonest promoter has no objection to merit if it can be 
secured at small expense, but this foundation enterprise is of 
necessity so overcapitalized to meet the numerous "preliminary" 
demands upon it, that there is no possible chance short of a financial 
miracle that the overweighted enterprise will ever pay dividends. 
Frequently it does not even survive to the operative period. 

Of this class of overcapitalized companies, oil and mining 
schemes are the least objectionable, and industrial schemes the 
most objectionable. Occasionally a highly capitalized and widely 
advertised oil or mining scheme does by some lucky strike "pay 
out " — the industrials of the kind never. Almost invariably, after 
the promotion period and profits are past, the promoters, leaving 
the undertaking to its fate, "fold their tents like the Arabs, and 
as silently steal away." It would be fortunate if this were the 
only steal involved. 

3. Overestimates of Value 

Overcapitalization due to the third cause — oversanguine 
estimates of value — is of frequent occurrence. 

Inventors are specially prone to such overcapitalization. 
Naturally, and almost of necessity, they are of eccentric mental 
action, as, unless their minds did move in new and unusual 
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channels, they would hardly invent, and this eccentricity is apt to 
permeate their financial conceptions. Beyond this it is not to be 
wondered at if the inventor who, after months and perhaps even 
years of effort, expense, experiment, and disappointment, has 
finally perfected his design — who sees the creation of his brain in 
brass and steel actually operating and doing what he intended it 
to do, and possibly doing it well — should feel elated and be thor- 
oughly convinced that his machine is the one above all others, 
and that no capitalization, no matter what its amount, can reach 
the actual value of his device. 

The writer recalls an instance where an inventor organized a 
company to handle an invention on which he was then engaged. 
It consisted of a model half-finished, unpatented, and wholly 
untried. Nothing daunted by these conditions, the inventor 
capitalized his company at half a million dollars, one-half of 
which was issued to himself in part pa3rment for the rights to his 
invention. In addition the company was compelled to issue 
bonds to the amount of $50,000 in further payment for the said 
rights. Still further, the company was required to refimd all the 
expenditures, real and imaginary, incurred by the inventor in the 
course of his previous work on the invention. The company was 
also forced to agree to a somewhat excessive royalty to the inven- 
tor on all machines manufactured under any patents that might 
be obtained, and finally the inventor caused himself to be em- 
ployed as general manager of the concern for a term of years at a 
salary quite in accord with his estimation of his services. 

The inventor's associates, who had advanced a considerable 
sum of money with reckless disregard of the usual preliminaries, 
received common stock for their money at the rate of two shares 
of stock — ^par value $100 each — for every $100 of cash invested. 
The company operations proceeded apace until the first money 
was spent, but then came to a standstill pending the discovery 
by the inventor of other individuals of weak mentality awaiting 
separation from their money. 
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Promoters are also prone to excessive capitalization. Here the 
genial optimism characteristic of, and perhaps necessary to, the 
make-up of a successful member of the profession leads him to see 
"millions in it" when these signs are not perceptible to the ordin- 
ary eye. Therefore, with entire honesty, but the most cheerful 
indifference to the usual standards, he capitalizes on the basis of 
his expansive belief in the possibilities of the scheme. The result- 
ing overcapitalization is apt to be as great a handicap for the pro- 
moter as for the undertaking. 

4. Avaricious Overcapitalization 

Perhaps the most common instance of avaricious overcapi- 
talization is that of an enterprise placed in a promoter's hands for 
financing under an agreement that the owner receive a fixed price, 
or a percentage of the financed enterprise, and that all the pro- 
moter can make or save beyond this belongs to him. Under such 
an arrangement any capitalization that the enterprise can success- 
fully carry is hardly open to criticism. Promoters expect to make 
large profits and when successful do make them. In many cases, 
however, the promoters deliberately decide upon such an extrava- 
gant increase of price, or of capitalization, as would indeed make 
the angels weep if interested in the financing of the enterprise. 
The load imposed is then so far beyond any reasonable profit or 
dividend-paying possibihty, and so far beyond reason, that the 
whole undertaking is brought to disaster. 

The practice is difl&cult to explain. It is not indulged in by 
the better class of promoters, but it is a mistake made by many a 
promoter who ought to know better. It seems to be a form of 
avaricious mania. The subject is treated more fully in a later 
chapter. ^ 
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CHAPTER XXXIII 

SHARES WITHOUT PAR VALUE 

Capitalization as an Apportionment of Interest 

As stated in a previous chapter, capital stock may have two 
distinct functions in an incorporated enterprise. It may either 
serve to apportion the interests of those to whom the enterprise 
belongs, i.e., the stockholders, or to appraise the value of the 
enterprise itself. 

As a rule many persons participate in a corporate undertak- 
ing, each investing a sum proportioned to his means or to the 
interest he feels in the particular enterprise. Also, if the company 
be a new one, commissions, bonuses, and other obligations are 
usually provided for by the stock of the company. Salaries per- 
haps are also partially paid in stock and properties are purchased 
for stock considerations. It is clear that if the interests in the in- 
corporated enterprise arising from these varied transactions were 
adjusted on the fractional basis that obtains in the partnership, 
as one-tenth to one man, four-fifteenths to another, three- 
twentieths to another, and so on, very complicated and trouble- 
some problems both in practice and in bookkeeping would arise. 
In the larger corporations with their tens of thousands of stock- 
holders the plan would be practically impossible. 

Under the share capitaHzation used in the corporation all the 
varying interests are accurately and conveniently represented and 
recorded. If the corporation has 1,500 shares, the man with the 
one- tenth interest receives 150 shares, the one with four-fifteenths 
400 shares, the man with three-twentieths, 225 shares. The 
method is definite and satisfactory and it is largely to this facility 
of apportioning interests in a business imdertaking that the cor- 
poration owes its popularity as a form of business organization. 

385 
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Capital Stock as a Measure of Corporate Values 

When, however, we come to the other function of capital 
stock, the appraisal, or valuation, of the corporate capital, we 
find no such satisfactory conditions, for capital stock performs 
this function very badly. 

As has already been said, the laws in most states require that 
a dollar in cash, property, or services shall be paid into the cor- 
porate treasury for every dollar of stock that goes out. In other 
words the laws strive to make capital stock an accurate measure 
of the corporate assets, which it sometimes is at the organization 
of the corporation. After organization, however, capitalization 
and the net value of the corporate assets vary so widely that it 
may be safely said that for practical purposes capital stock is 
never an accurate measure of the asset values of a going concern. 

Not only is capital stock inaccurate in the performance of its 
valuation function, but at times, with its misleading face value — 
which, as stated, is practically never its real value — is a potent 
factor of deception. As a matter of fact many of the stock-selling 
schemes which have drawn so heavily in real values from those 
who cannot afford the loss, have owed most of their effectiveness 
to the use of the dollar-marked stock certificate. A $ioo share of 
stock at $50, or a $1 share at 2 cents, sounds like a bargain. 

Theoretically the use of stock certificates of a designated 
money value should not be confusing. The purchaser should 
know that the certificate marked $100 may be worth $100, or it 
may be worth more or less than that. He should investigate for 
himself and find out the real value of the doUar-marked stock 
certificate. In practice he usually does nothing of the kind. In 
many cases he cannot; in other cases he will not. He may doubt 
the accuracy of the value given on the stock certificate, but he is 
inevitably influenced by it, often to his injury. 

Furthermore, the use of the dollar-marked certificate causes 
constant and unnecessary trouble in corporate financing. If a 
speculative offering is capitalized at $100,000 and the stock is 
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sold at 40 cents on the dollar, the world of sound finance is 
shocked and the law promptly steps forward and says the pur- 
chasers shall be liable to corporate creditors in case of company 
insolvency for the difference between the amount they paid and 
the face value of the stock they purchased. Capitalize the same 
speculative offering at $40,000 and sell the stock at par, and 
exactly the same value is given for exactly the same money but 
the world of sound finance smiles approvingly and the law is 
satisfied. 

But as a matter of fact no wrong was done in the first case. 
The only misrepresentation was in the dollar mark on the stock 
certificate, and as the capitalization was not a measure of value — 
for only by chance could the first valuation of a speculative offer- 
ing be more than a guess — the misrepresentation was only in 
sound and not in substance. 

Obviously the face value of a share has nothing to do with 
its real value, save to obscure it. Why then have shares with a 
face value been used for all these years? Probably for the same 
reason that led the old farmer when going to the mill to balance 
his bag of grain on his horse's back by putting a stone in the one 
end and the grain in the other. It had always been done that 
way. Likewise shares had always been issiaed with a par value, 
and up to a very recent date the laws recognized and permitted 
no other method of issue. 

History of Shares Without Par Value 

As has been stated in previous chapters, the apportionment of 
interests is an invariable function of capitalization. It may also 
measure the value of the corporate assets — occasionally it does — 
but it always apportions interests, and this latter function is not 
only the more common but the more important function — a fact 
that is not always clearly seen through the misleading dollar 
mark of the stock certificate. 

To meet these conditions, the omission of the dollar mark from 



388 SPECIAL CORPORATE ADJUSTMENTS 

the stock certificate was the obvious suggestion — in other words, 
the use of shares without any specified par value. The first pub- 
lic recommendation that corporations be allowed to abandon par 
value stock was made many years since by a committee of the 
Bar Association of the State of New York. The suggestion, 
though based on the soundest of reasoning, was too radical, too 
far in advance of the times to meet with general approval. The 
recommendation, indorsed by the most eminent corporation 
attorneys of the state, was made again and again. Finally it 
prevailed, the desired law being enacted by the New York legis- 
lature in 191 2. 

At the time the law permitting stock with no specified par 
value was enacted there was considerable doubt as to whether it 
would meet with public approval. As a matter of fact it was, in 
spite of its merits, slow to win its way. In the 191 5 edition of the 
present work, issued in the early part of the year — almost three 
years after the enactment of the law — appears the following com- 
ment: "This very radical departure from the usual plan of in- 
corporation has not met with popular approval. The idea of 
value as connected with capitalization is too firmly fixed to be 
easily disturbed." 

The reluctance to use the share with no par value was ma inl y 
on account of its novelty. Incorporators were hesitant, or frankly 
indifferent, or even opposed to the unfamiliar shares. Enterprises 
wishing to sell stock were afraid of the effect on investors of the 
no-par- value shares; those not wishing to sell securities were 
fairly well satisfied with the old and tried, and did not care to 
venture on the new. 

The very obvious and important advantages to be gained by 
the use of shares without par value were, however, suflScient to 
overcome all this inertia and prejudice, and before the close of 
1915 over a hundred and fifty corporations had been organized 
under the New York law with shares of no par value. Since then 
the progress of the "new idea" has been rapid. State after state 
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has followed New York's lead and authorized the use of shares 
without par value, and thousands of corporations have availed 
themselves of the authorization. 

The following table shows the states in which shares without 
par value are now permitted for business corporations, together 
with the dates of authorization. It is interesting as showing the 
difi&culty of making a start, and the rapid progress once this start 
was made: 

19 1 2 — New York 

191 6 — Maryland 

191 7 — Cahfornia, Delaware, and Maine 

1 91 8 — Virginia 

1919 — Illinois, Pennsylvania, New Hampshire, Ohio 

1920 — Massachusetts, New Jersey, Rhode Island, West 
Virginia, Wisconsin 
At present stock with no par value is being used for a large 
proportion of the important business incorporations of these 
fifteen states. Some of the more representative of these no- 
par-value stock corporations are Kennecott Copper, Columbia 
Graphophone, Consolidated Textile, Cuba Cane Sugar, General 
Motors Corporation, Loew's Inc., Radio Corporation of America, 
Sinclair Consolidated Oil Corporation, United Retail Stores, Wil- 
son and Company, Inc., and Vanadium Corporation. Almost 
every line of business and industry is represented among the 
no-par-value share corporations. 

It is probable that the example of the fifteen states which 
authorize shares with no par value will be shortly followed by 
other states until no-par-value stock is authorized and used 
throughout the country. 

Nature of Shares Without Par Value 

The charter of a New York corporation of the ordinary type 
must state "the amount of the capital stock" and "the number 
of shares of which the capital stock shall consist," which necessi- 
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tates a definite dollar value for each share. The charter of a 
no-par-value share corporation, on the other hand, is merely 
required to state "the number of shares that may be issued by 
the corporation." Other provisions of the law authorizing shares 
with no par value, require that each share of no-par-value stock 
must have at least $5 of value behind it, but nowhere is there any 
requirement that a definite face value be given the share. 

The difference between shares without par value and shares 
with par value is, therefore, in the omission of the dollar idea and 
particularly of the dollar sign. The New York law provides that, 
"Every certificate for such shares without nominal or par value 
shall have plainly written or printed upon its face the number of 
such shares which it represents and the number of such shares 
which the corporation is authorized to issue, and no stick certificate 
shall express any nominal or par value of stick skares." 

As will be noted, the law eliminates absolutely the value idea 
from the face of the certificate. If a corporation is organized 
under this law with a capital stock of 1,000 shares, no money 
value, nominal or otherwise, is placed upon them. Each share 
merely represents one one-thousandth of the enterprise. So long 
as these shares are not offered for sale their value is immaterial, 
save for purposes of private inventory or taxation. In case of 
sale or any other contingency requiring their valuation in terms 
of money, this value must be determined, as in the case of any 
other property, from current quotations or by investigation and 
appraisal. The problem is simplified by the absence of fictitious 
money values. 

Preferred Stock in No-Par- Value Capitalization 

Preferred stock having a "preference as to principal," though 
issued by a no-par- value stock corporation, must have a specified 
par value. Such is the requirement of the New York law and a 
similar requirement is found in the laws of the other states in 
which shares without par value are permitted. 
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The reason for this is obvious. Preference as to principal in 
the case of preferred stock means that it will be paid first in any 
liquidation of the company, the common stock taking whatever 
is left for it after the preferred stock has received its full par 
value. But if the preferred stock had no par value, a preference 
as to principal would be meaningless, because it would not call for 
any definite amount, its value depending directly on the value 
of the corporate assets. Thus, if a corporation had 100 shares of 
stock of no par value and 50 of these shares were preferred stock, 
"preferred as to principal," each share of preferred and common 
stock would alike represent one one-hundredth of the corporate as- 
sets and, regardless of any statement as to preference, in case of 
dissolution of the corporation would represent neither more nor less. 

To illustrate, if the "cash-in" value of the corporate assets 
were $50,000, each share of stock would on dissolution receive 
$500, common and preferred the same, and the statement that 
the latter was preferred as to principal would be either meaning- 
less or misleading — a return to conditions that the law permitting 
the issuance of shares without par value was designed to eliminate. 

If, however, in this corporation with $50,000 of corporate 
assets the preferred stock with "preference as to principal" is 
given a par value — say, of $100— the preference at once takes on 
a very definite and easily determinable meaning. In the particu- 
lar case the preferred stock would on dissolution of the corpora- 
tion receive its face value of $100 and if, as is usually the case, its 
preference were limited to this face value, would receive nothing 
more, the common stock then as "residuary legatee" receiving 
the balance of the corporate assets amounting to $45,000, or 
$900 on each share. 

In this instance the preferred stock would suffer by its "pref- 
erence as to principal," but if the corporation were not prosper- 
ous it would benefit. If our supposed corporation, instead of 
assets of $50,000, had but $5,000, the preferred stock would take 
it all— the common stock would get nothing. 
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Text of Law Permitting Shares Without Par Value 

The laws permitting the issuance of shares without par value 
are alike in their main requirements. The New York law, given 
below, is representative. ^ It provides that any corporation desir- 
ing to issue such stock shall state in its charter: 

(i) The number of shares that may be issued by the corporation, 
and if any of such shares be preferred stock, the preferences thereof. 
If such preferred stock or any part thereof shall have a preference as 
to principal, the certificate shall state the amount of such preferred 
stock having such preference, the particular character of such pref- 
erences, and the amount of each share thereof, which shall be five 
dollars or some multiple of five dollars, but not more than one hundred 
doU^-rs. 

(2) The amount of capital with which the corporation will carry 
on business, which amount shall be not less than the amoimt of pre- 
ferred stock (if any) authorized to be issued with a preference as to 
principal, and in addition thereto a sum equivalent to five dollars for 
every share authorized to be issued other than such preferred stock; 
but in no event shall the amount of such capital be less than five 
himdred dollars. 

Such statements in the certificate shall be in lieu of any statements 
prescribed by the law imder which the corporation shall have been 
formed or reorganized as to the amount or the maximum amount of its 
capital stock or the number of shares into which the same shall be 
divided, or of the amount or the par value of such shares. 

Each share of such stock without nominal or par value shall be 
equal to every other share of such stock, subject to the preferences 
given to the preferred stock if any authorized to be issued. Every 
certificate for such shares without nominal or par value shall have 
plainly written or printed upon its face the number of such shares 
which it represents and the nimiber of such shares which the corpora- 
tion is authorized to issue, and no such certificate shall express any 
nominal or par value of such shares. The certificates for preferred 
. shares having a preference as to principal shall state briefly the 
amount which the holders of each of such preferred shares shall be 
entitled to receive on account of principal from the surplus assets of 



' Section 19 of the Laws of 1912. 
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the corporation in preference to the holders of other shares, and 
shall state briefly any other rights or preferences given to the holders 
of such shares. 

Such corporation may issue and may sell its authorized shares, 
from time to time, for such consideration as may be prescribed in the 
certificate of incorporation, or for such consideration as shall be the 
fair market value of such shares, and, in the absence of fraud in 
the transaction, the judgment of the board of directors as to such 
value shall be conclusive; or for such consideration as shall be con- 
sented to by the holders of two-thirds of each class of shares then 
outstanding at a meeting called for that purpose in such manner 
as shall be prescribed by the by-laws. Any and all shares issued 
as permitted by this section shall be deemed fuUy paid and non- 
assessable and the holder of such shares shall not be liable to the 
corporation or to its creditors in respect thereof. 

Foreign Corporations with Shares of No Par Value 

In both Kansas and Missouri, corporations organized in other 
states with shares of no par value were at one time refused per- 
mission to do business as foreign corporations. To the state 
ofl&cials they appeared anomalous and monstrous creations. The 
rejected corporations brought suit in the supreme courts of the 
respective states to compel admission. In both states the de- 
cisions were in their favor. The following quotations from the 
Kansas decision'' are interesting and informative. The defend- 
ants are the too conservative state ofi&cials. 

The defendants say that because the shares of stock of the plaintiff 
have no fixed or nominal par value it wUl be difficult for the officials of 
this state to determine the amount of annual fees that the corporation 
should pay, and that there is no means of knowing what the capital 
stock of the plaintiff is, without an examination of its assets. . . . 

The problem of determining the solvency and bona fide capital- 
ization of the plaintiff represents no unusual difficulty. The fact 
that the shares of its stock have no nominal par value is of little con- 
sequence. Any prudent charter board in determining whether a for- 
eign corporation is worthy of admission to do business in Kansas, 



"Petroleum Co. v. State Charter Board, IDS Kans., i6i, 164, 165,166(1919). 
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would attach little importance to the nominal value. As in all other 
cases, the charter board should concern itself earnestly to ascertain 
the genuine capital — those assets devoted to the corporate business, 
as a basis for its business credit, and upon which its hope of profit 
is rationally founded. 

Advantages of No-Par- Value Shares 

The advantages of capitalization expressed in shares of no par 
value may be briefly summarized as follows : 

1. It is a true statement of the conditions. There is not at 
any time any pretense of equality between the capital stock and 
the corporate assets, and the question of overcapitalization or 
undercapitalization does not arise. 

2. It puts the investor "on notice." As the certificates have 
no money value, he must find out for himself their real value, and 
in doing so he is uninfluenced by the representations as to value — 
usually false — of the dollar-marked stock certificate. 

3. As the share without par value claims no fixed value, any 
payment accepted by the corporation is full payment. The 
plan avoids the usual clumsy and even fraudulent manipulation 
of stock to make it full paid, and the property received may be 
entered on the books at its real value without fear of discrediting 
the issued stock and those who authorized its issue. 

4. Stock may be sold at any desired price without involving 
the purchaser in liabihty. 

5. Stock may be sold at any desired price without bringing 
discredit on the corporation. 

6. Conversely, stock may be sold at any desired price without 
the deception frequently arising when par value stock is sold at a 
heavy discount from its face value. 

7. Creditors of the corporation cannot be deceived as they 
sometimes are by par value shares. The capitalization of the 
company, while it stands for the corporate assets and business, 
makes no representations as to the value of these and cannot, 
therefore, be misleading. 
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8. Shares without par value simphfy the corporate organiza- 
tion. The actual property investment may, if desired, be repre- 
sented by preferred stock, or possibly bonds, while the contingent 
interest — the possibility of unusual profits — is represented by no- 
par-value shares. Then if the business is successful over and 
above a fair compensation to the actual investors, those who have 
managed the corporation so well will receive an adequate reward 
in dividends on their no-par-value shares. If the business is 
less successful, the small dividends will not discredit the corpora- 
tion in the eyes of the public as they would if paid on stock with a 
par value. 

9. The use of shares without par value facilitates mergers and 
reorganizations. Under the usual plan, when large combinations 
are made the actual property assets are represented by preferred 
stock or bonds of the new corporation, the common stock repre- 
senting only the expectation of profit. The technical full payment 
of this common stock was at times difficult. Under the system 
of no-par-value stock, this difficulty is entirely removed. As 
much no-par-value stock can be issued as is required to represent 
the expectation of profit interest, and as no representation as to 
the value of this stock is made, no one is harmed thereby. 

Disadvantages of No-Par- Value Shares 

Practice so far seems to have developed no material objection 
to the use of the no-par-value share by the ordinary corporation. 
In some cases the shares may be more difficult to sell from the 
very fact that they carry no dollar indication of their value; or 
they may be unacceptable because of their novelty; or they may 
be found objectionable from the standpoint of taxation. All 
these things are to be considered. 

In the case of public service corporations the following objec- 
tions, some of which are open to question, have been urged against 
the use of shares without par value. ' 



3 Ripley, "Railroads — Finance and Organization."' 
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1 . It would tend to release the promoter from any positive 
liability for overcapitalization. 

2. It creates no positive obligation to pay the corporation any 
stated sum per share. 

3. It provides no standard for ascertaining the physical valua- 
tion of the property. 

4. It gives no absolute basis for scientific accounting. 

5. It permits the sale of stock for "relatively smaU sums in 
cash," which would encourage a speculative interest in railways. 

A Working Opinion of Shares Without Par Value 

The following letter was received from the president of a 
prominent corporation organized with shares of no par value. 
It was written in response to inquiry as to : (i) why stock with no 
par value had been adopted, (2) how the number of shares to be 
issued was decided upon, and (3) the general workability of the 
plan. It gives a very good idea of the share without par value in 
operation. 

Your first question: "Why was stock without par value adopted? " 
I would prefer to answer in a general way, rather than specifically in 
reference to our company. 

Certain states have on their statute books, laws (some of them 
called "Blue-Sky Laws"), that were enacted in past times, with the 
idea of protecting the investors of their territory. ' Many of these 
laws are impracticable imder present money and business conditions, 
and it was a sense of this fact, I beUeve, that has caused a number of 
states to pass a no-par-value law. 

Under this law it is possible for a corporation to sell its shares on 
such a basis as would be equivalent to selling them for less than par 
value, if they had to do it under a par-value arrangement. This 
lends itself especially to the reorganizing of corporations that have 
passed through di£&culties and have to reorganize their financial 
structure. 

The number of shares issued, I believe, usually results from the 
specific conditions to be faced in any one transaction; e.g. — if a 
corporation's stock were sold on the market at I300 a share and there 
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was good reason to declare a stock dividend, but it was felt inad- 
visable on account of the possibility of extra taxes, the same result 
could be obtained by reorganization of the company on a no-par- value 
basis. In such case, if they were to exchange 10 shares of the new 
stock for each one of the old, the probabilities are that the market 
value of the new stock would be about $30 per share. 

In the formation of a new company, where it is necessary to give 
a bonus of common stock in order to market preferred stock, it 
seems much more desirable to have a no-par-value common stock 
than one with a declared par value of $100 per share. 

In these promotions, the par value stock is usually covered by 
intangible assets, goodwill, trade-marks, etc., whereas under the 
no-par-value, with a declared nominal value of only $5 a share, it 
is possible to cover it more readily with tangible assets. Also it 
reduces the stockholders' liability to assessment in the event of the 
failure of the corporation. 

The courts and people generally have come to a better under- 
standing of the fact that a share of common stock represents not 
so many dollars, but a certain percentage of the total ownership of the 
net assets of a corporation taken as a whole, and in this respect the 
no-par-value stock is as effective as that having a par value. 

Fixing the No-Par- Value Capitalization 

At first sight the determination of the proper number of no- 
par-value shares to adopt in any particular incorporation seems 
difi&cult — much more so than it really is. In many cases the 
number of shares is a matter of absolute indifference. Thus take 
the case of an invention of undetermined value, where one of the 
inventor's friends puts in $500 and another $250 for its develop- 
ment, the inventor retaining a half-interest and the other half 
going to his friends. Here any number of shares that will con- 
veniently represent the interests of these three are for the time 
being entirely satisfactory. Say, a capitalization of 30 shares is 
decided upon. Then the inventor receives 15 shares, the first 
friend 10 shares, and the second friend 5 shares, and all interests 
are satisfied. Or if 150 shares should be thought preferable, 
75 shares will go to the inventor, 50 shares to the first friend, 
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and 25 to the second friend, and all interests are again properly 
cared for. 

When larger amounts are involved, or when values are deter- 
minable but the no-par-value share is still desired, the proper 
number of shares may easily be decided upon by first capitalizing 
on the basis of shares with par value and then transmuting this 
capitalization into shares of no par value. For instance, if the 
values involved are $100,000, and other considerations bring the 
necessary capitalization up to $150,000, the number of $100 shares 
would be 1 , 500. Taking this as a basis, no-par- value shares might 
be issued for this same number and the distribution of shares be 
made exactly as if shares of the face value of $100 were issued. 
Or 15,000 shares might be issued and the distribution be made 
upon the same basis as if the shares were of $10 par value. 

No-Par- Value Capitalization Determined by Sales Requirements 
A more direct method of arriving at the proper number of 
shares will probably be found better in most cases. Then the 
first question to decide is what amoimt of cash capital will be 
required for the new corporation, and next what number of shares 
will produce this amount with the greatest ease and satisfaction 
to both seller and buyer. 

The matter of selling price will usually be the controlling fac- 
tor in deciding the number of shares. The value idea has been 
coupled with the share of capital stock for centuries and still 
chngs to it even though no par value is specified. So true is this 
that it would be distinctly disadvantageous in any particular 
corporation to issue either a very large number of shares or a very 
small number of shares, compared in either case with the real 
values involved. 

Also the nature of the business to be incorporated and its 
appeal will have a direct bearing on the price of shares and there- 
fore on the number of shares to be issued. For a substantial 
corporation in a standard line of business appealing to men accus- 
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tomed to investing fairly large sums of money, the initial price of 
the share should not be less than $50 nor much above $100, unless 
there are good and well-known reasons for the larger price. For 
a speculative company, or in any company intended to appeal to 
large numbers of comparatively small investors, the price should 
gravitate to smaller figures. The ordinary small investor hesi- 
tates, and hesitates long, to invest in high-priced shares of any 
kind regardless of their value. The " eggs" are too large for him. 
With shares of smaller price he can diversify his holdings more 
widely, and, outside of tested securities, he can also dispose of 
these small shares in whole or in part far more readily when the 
necessity arises than would be possible with high-priced shares. 
To express it briefly, the smaller priced shares involve less risk 
and are more easily handled. 

Taking then the amount of capital required and the most desir- 
able selling price for the shares of the particular corporation, the 
number to be issued is a simple matter of calculation. If shares are 
to be issued for property, and perhaps commissions and salaries are 
also to be paid iii stock, the problem is more complicated, but still 
can be solved in the same manner without great difi&culty. 

Capitalizing an Oil Company 

If, for instance, a wildcat oil company is to be organized to 
take over and develop an attractive lease, the necessary initial 
cash capital might be placed at $80,000. This, barring accidents, 
should provide for one good, completed well, and if the first drill- 
ing were not successful, enough could be saved by careful man- 
agement to make another drilling test. This, if oil were struck in 
satisfactory quantities, would place the company in a favorable 
position to increase its capitalization and raise as much more 
money as might be needed. In addition to the $80,000 of working 
capital, any expenses incidental to the sale of stock must be pro- 
vided for; also the owner of the lease must receive a satisfactory 
amount of stock for his holding. 
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Assuming the stock to be sold among friends, the selling ex- 
penses should be nominal and could be covered from the working 
capital. The owner of the lease might perhaps value his holdings 
at $10,000, making the total amount to be provided $90,000. 
For round numbers and to provide extra stock to be sold if neces- 
sary this would probably be increased to $100,000. Selling the 
stock among friends, a $10 price per share should be satisfactory 
and this would place the capitalization at 10,000 shares. Of this, 
1,000 shares go to the holder of the lease, 8,000 shares are sold for 
cash, and 1,000 shares are held imissued for future requirements. 

Valuing No-Par-Value Shares 

In determining the value of no-par-value shares due regard 
must, of course, be paid to any stock that remains unissued. 
The true worth of each share is foimd by dividing the total net 
assets of the corporation by the number of shares outstanding. 
If the total number of shares authorized is 1,000 and but 500 are 
issued, the remainder being reserved for later issuance, the holder 
of 100 shares has obviously a one-fifth interest in the corporation. 



CHAPTER XXXIV 

SPECIAL ADAPTATIONS OF CORPORATE MECHANISM 

—PREFERRED STOCKS AND BONDS; PROTECTION 

OF MINORITY 

Problems of Business Organization 

Problems of business organization constantly arise when enter- 
prises are to be financed. The demands of both the men with the 
enterprise and the men putting money into the enterprise must 
be adjusted, special interests must be cared for, commissions or 
bonuses are to be provided for, minority interests demand pro- 
tection, and other contingencies arise requiring special treatment. 
Almost any desired arrangement or adjustment to meet these 
varying conditions may be made by proper adaptation of the 
corporate mechanism. This flexibility of the corporate mechan- 
ism and the manner in which it may be used to further the financ- 
ing and development of an enterprise are treated suggestively in 
the present and following chapters. 

Preferred Stocks and Bonds 

Preferred Stock in Corporate Adjustments 

In effecting the varying adjustments so commonly required 
when an enterprise is incorporated, preferred stock is perhaps 
used more often than any other one possibility of the corporate 
mechanism. As between the two interests, the enterprise on the 
one side and the capital for its financing on the other, preferred 
stock usually goes to the men with money to represent in whole 
or in part their investment. Not infrequently, however, it goes 
to the owner of the enterprise as a fairly safe and satisfactory 
capitalization of his interest. However used, there are numerous 
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variations of the ordinary form of preferred stock, and some of the 
more common of these variations are given below. 

In the discussion of preferred stock that follows it is taken for 
granted that the preferred stock has the usual preferences, i.e., 
some advantage as to dividends, and precedence over the common 
stock in case of the liquidation of the company. 

Dividends 

The usual preferred stock is preferred as to dividends up to 
a specified amount. This dividend may be cumulative or non- 
cumulative. And after the preference dividend is paid the pre- 
ferred stock may be estopped from any further participation in 
dividends for that year, or it may participate equally with the 
common stock thereafter, or it may participate equally — or on 
some other basis — with the common stock after this latter has 
received a dividend equal to that already paid on the preferred 
stock. In one curious instance the preferred stock receives its 
dividend of 7 per cent, the common stock then receives a similar 
dividend, and any further dividends belong to the preferred stock. ' 
This almost complete reversal of the ordinary practice is evi- 
dently intended to meet the requirements of some special cor- 
porate adjustment. 

Voting Rights 

Important modifications of the usual form of preferred stock 
relate to the voting right. Ordinarily it is deprived of this right. 
Occasionally it. is given the same voting rights as the common 
stock. Usually, however, any voting powers given it are contin- 
gent upon some failure of the common stock in its conduct of the 
business. If the management of the company as administered by 
the common stock is not successful, it is but fair that the preferred 
stock be given an opportunity to better this management if it can. 

To this end it is not unusual to provide that in case the pre- 

' American Brake Shoe and Foundry Company, cited in Dewing's "Financial Policy of 
Corporations." 
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ferred dividends are not paid for a certain period, as one or two 
years, or if they fall in arrears to some specified amoiint, as 15 per 
cent, the preferred stockholders shall have such voting rights as 
will place the control of the company more or less completely in 
their hands. This control may be permanent, but usually lasts 
only tmtil the company is brought again to a safe dividend-paying 
basis. 

Or sometimes the contract between the owners of the enter- 
prise and the capitalists provides, without reference to voting 
rights, that the control of the company shall pass from the com- 
mon to the preferred stockholders in case of the failure of divi- 
dends for a specified period or to a prescribed amount. Such a 
plan is usually carried out by means of a voting trust or some 
other equivalent provision. If so, in case the dividend require- 
ment is not met, the trusteed stock is voted at the next election 
of directors for the directorate nominated by the preferred stock- 
holders, thus putting the control in their hands. 

Either of these arrangements — which are alike in their effects 
• — is very fair. If the common stock, in which the management 
normally rests, cannot direct the company successfully, it is but 
right that it should step aside and give the preferred stock the 
opportunity not only to protect its own interests but to benefit 
the common stock as well by a better administration. 

Another provision intended to give the preferred stock some 
voice in the management, but much less radical than the two 
foregoing provisions, secures to it the right to elect a certain 
number of directors — not a majority, but sufiicient to give its 
holders a fair representation on the board. This provision may 
be either effective at all times, or only in case of some failure to 
meet the requirements as to preferred dividends. 

It is to be remembered that in many states the preferred stock 
has the right to vote without any special provision to that effect 
unless the right is specifically denied it by some competent author- 
ity, such as the company's charter. It may also be said that 
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when any of these modifications of the voting right are employed, 
the laws of the state in which the company is, or is to be, incor- 
porated, must be consulted to see that the desired arrangement is 
permissible. 

Protection of Principal 

To add to the safety and attractiveness of preferred stock it 
is not uncommon — ^particularly in the case of the more substantial 
corporations — to protect the principal by prohibition of debt 
above a certain amoimt, or by provisions requiring a specified 
maintenance of quick assets, or prohibiting the issuance of other 
securities that will weaken the position of the preferred stock. 

A very fair provision of this nature is one stipulating that no 
preferred stock shall be created having either priority over oi 
parity with the issue thus protected, save with the consent of a 
specified majority of the outstanding preferred stock. This pro- 
vision is sometimes widened to prohibit the issuance of any other 
preferred stock. 

Another of these protective provisions frequently brought into 
play is one requiring that the net tangible assets, or the net quick 
assets, shall at no time be less than two or three times the amoimt, 
as the case may be, of the outstanding preferred stock. 

A protective provision that has assumed considerable impor- 
tance in these days of large preferred stock financings is one pro- 
hibiting the issuance of other securities of any kind, or the 
incurring of indebtedness — save for current operations — without 
the consent of some specified majority of the preferred stock. If 
the company is a fairly good one, the advantages of this provision 
are great, giving to the preferred stock much or all of the security 
of a debenture bond. 

Redemption 

The redemption of preferred stock also forms the subject 
matter of many provisions. Unless some direct stipulation per- 
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mits or prescribes this redemption, preferred stock is not redeem- 
able, save in. case of liquidation and then on exactly the same 
basis as common stock. 

A common redemption arrangement is the establishment of a 
sinking fund for the payment, or the gradual reduction, of the 
preferred stock. This may be done by the reservation of a fixed 
amount each year, or a certain percentage of earnings, or an 
amoimt equal to a certain percentage of the outstanding preferred 
stock. The redemption of the preferred stock may be periodic, 
or at irregular intervals as the sinking fund accumulates, or the 
stock may run for a specified term of years before it is bought in 
and retired. Or, without a sinking fund, the conditions under 
which the preferred stock is issued may provide for redemption 
in whole or in part at stated periods, or — as is very frequently the 
case — for redemption at any time at the option of the corporation 
on suitable notice at some price above par as, for instance, 105 or 
no. 

The selection of the particular shares of stock to be bought in 
at any redemption date, when but a portion of the issue is to be 
retired, may be in numerical order, or be determined by lot, or the 
stock may be purchased in the open market. 

An unusual redemption provision is the restriction of divi- 
dends on common stock to some fixed figure until the preferred 
stock has been redeemed at a specified price above par. 

Occasionally it will be provided that preferred stock after 
payment of its dividend shall receive a certain proportion of all 
profits each year until its face value has been paid in full. The 
stock is then surrendered, is canceled, and becomes practically 
non-existent. 

Loan with Bonus 

When a redeemable preferred stock is used in connection with 
the financing of an enterprise, it is usually issued to the full 
amount of the money paid in by the investors, who, in addition. 
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receive a bonus of common stock. Then when the prefeired 
stock is redeemed and the investors have thus received back their 
money with interest from the profits of the enterprise, all the inter- 
ested parties are on the same footing as to the character of their 
stock and participate in accordance with their stockholdings in 
any further profits. The plan is practically the same as that dis- 
cussed in the following chapter under the section "Preferred Stock 
with a Bonus of Common Stock." 

The same general arrangement is at times carried out without 
the intervention of preferred stock, the money required by the 
corporation being advanced as a loan and the party making the 
loan receiving a substantial bonus of common stock for the 
"accommodation." The loan carries such interest and is repaid 
at such time or times and under such conditions as may be agreed 
upon. If a plan of this kind is adopted, care must be exercised 
that the laws against usury are not violated. 

Bonds with Special Rights 

The present-day preferred stock is given many of the desirable 
features of a bond. The only important point in which the more 
highly protected issues fall short of the debenture bond, from the 
investment standpoint, is in the nature of the dividend payment 
which may be made only if profits exist, appHcable, in the discre- 
tion of the directors, to the purpose. The interest attaching to 
the bond, on the other hand, must usually be paid when due on 
penalty of foreclosure, regardless of the financial condition of the 
corporation or the wishes of its directors. The preferred stock is, 
of course, preferable from the standpoint of the corporation. 

At times bonds with special rights are utilized in making the 
corporate arrangements and adjustments. Thus a bond issue 
will occasionally be made participating— that is, profit-sharing. 
Such bonds first receive their regular interest and then in addi- 
tion receive dividends from profits. The arrangement is not 
common, but where it does exist it usually provides that the bonds 
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after receiving their annual interest shall participate on the same 
basis as does the stock of the company in any dividends declared. 
It would seem to be more equitable that the stock should receive 
a dividend equal to the interest paid on the bonds before the latter 
begin their participation in profits. 

On the other hand, income bonds are sometimes issued on 
which the interest is not paid unless earned. In this case the 
only material distinction between the bond and a preferred stock 
with provision for redemption is the fixed date for payment of the 
bond principal. 

Bonds and Notes with Stock Conversion Privilege 

A very common provision when it is desired to make corporate 
bonds or notes attractive is to give them a stock conversion 
privilege. Up to some specified date and at a specified exchange 
price the owners of the securities may exchange them for the 
company's stock. This gives the issue the security of a bond or 
note, as the case may be, with the speculative possibilities of a 
common stock. Convertible securities are usually issued by 
estabhshed corporations for current or additional financing, but 
if any real security can be given the bonds or notes they are even 
more attractive when issued by a newly organized corporation. 

Protection of Minority 

Majority Rule 

A disquieting feature of the corporate form of organization is 
the fact of majority rule — that the interests of the minority are in 
the hands of the majority and, short of absolute fraud, this major- 
ity may do with them as it will. A similar objection exists to any 
form of democratic government. 

The board of directors has a fairly complete control of the 
affairs of the company — subject, of course, to any charter or by- 
law provisions that may apply — and, unless its action is abso- 
lutely illegal or grossly improper, cannot be interfered with by the 
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stockholders. Under these circumstances if the investors elect 
the entire membership of the board it is not at all impossible that 
the board proceedings may be of the "star chamber" order, the 
company being managed in the interests of the investors rather 
than for the good of all, and this without any positively illegal 
action on the part of the board. 

On the other hand it may be said that in the present day the 
power of the majority stockholders in corporate matters is but 
seldom a serious menace to minority interests. As recently stated 
by a promoter of considerable standing and experience, the 
"freeze-out" is out of date. Occasionally, however, dividends 
that might be paid are withheld, salaries are excessive, and profits 
are dissipated in ways that, if known to the minority, would not 
be approved, and other actions are taken prejudicial to the minor- 
ity interests. Any such improper action or refusal to act on the 
part of the majority may by proper corporate arrangement and 
due vigilance of the minority, be made difficult, if not impossible. 

Minority Representation on Board of Directors 

The ends legitimately sought by the minority are honesty, 
efficiency, and reasonable publicity of management — a manage- 
ment for the good of all and not one primarily in the interests of 
the majority. 

The means that may be employed to secure these ends are oi 
two general classes, the one consisting of such modifications or 
restrictions of the voting power as to secure to the minority at 
least a reasonable representation on the board of directors, the 
other consisting of provisions in the charter or by-laws restrain- 
ing and regulating the powers of the board and prescribing safe 
rules for the conduct of the business. 

"The first-mentioned method is the most effectual for the 
protection of the minority interests. As a matter of fact, the 
usual cases of oppression or fraud on the part of the majority, 
almost invariably occur in the absence of minority representation 
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on the board." * If then the minority elect one or more directors, 
the majority still have the larger representation on the board, and 
therefore still control its actions. The representatives of the 
minority must, however, be notified of all board meetings and 
have a right to be present, and they are therefore able to act as a 
more or less efficient check upon any majority action injurious to 
their interests. The minority cannot in any way prevent proper 
action of the majority, but if anything wrong is attempted they 
have immediate knowledge of the proposed action and can either 
protest against it or resort to legal proceedings. In practice the 
mere presence of minority representatives on the board tends 
strongly to prevent action injurious to the interests of this 
minority. 

Without representation on the board, charter and by-law 
provisions for the protection of the minority are apt to be of but 
little effect. If the board can act without the supervision or even 
the knowledge of the minority, the restraining provisions may be 
overcome or avoided. With proper minority representation on 
the board, any such action will not usually be contemplated, much 
less attempted. He must be a hardened criminal, indeed, who 
would carry off another's property in the presence of the owner. 

Minority Representation — ^The Voting Trust 

A voting trust is an arrangement under which a majority of 
the voting stock is placed in the hands of trustees for some certain 
period of time with definite instructions as to the way in which 
such stock shall be voted. It may be made a very effective 
method of securing minority representation on the board. 

A direct contract or agreement providing that stock shall be 
voted for certain persons or in a certain way, is not sanctioned by 
law and cannot be enforced in the courts, particularly when the 
stock is not in the hands of the contracting parties. The voting 
trust, on the contrary, is allowable under the laws of almost all 



^ Conyngton," Corporate Organization and Management."' 
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the states and its conditions may be enforced by kgal proceedings 
if necessary. Usually the law permitting voting trusts provides 
that they shall not continue beyond, a prescribed term of years. 

Under the voting trust plan a board of directors is in the first 
place agreed upon between the parties. As the voting trust is 
usually formed at the time the corporation is organized, when the 
parties are all friendly and anxious to expedite matters, a board 
acceptable to all can probably be agreed upon without trouble. 
If the board is to consist of five members the majority might 
select three of these directors and the minority two. When this 
is done the "agreed" board is elected by unanimous vote of all 
the stock, the control being thereby given the majority. Then 
if the entire stock of the company, or a majority of it, is placed in 
the hands of voting trustees for a term of years imder an agree- 
ment that its full vote be cast for the designated board of direc- 
tors, the board will be elected and continued imfailingly until the 
termination of the trust. 

Such an agreement is called a "voting trust agreement." It 
must be signed by all the parties entering the trust and specifies 
the length of time the stock is to be held and the manner in which 
it is to be voted at the annual election of directors. 

Provision must be made not only for deaths or resignations 
among the agreed membership of the board, but also among the 
voting trustees. The trust agreement might provide that vacan- 
cies in either case be filled by unanimous vote of the remaining 
members, or by agreement between the owners of the stock held 
imder the voting trust, or in any other equitable way. The main 
point to be secured is the maintenance of an acceptable manage- 
ment for the term of the voting trust. 

At times, instead of the permanent board contemplated by the 
foregoing plan, provision is made for the election of a new board 
each year, the majority nominating the controlling number, the 
minority the remainder, and the voting trustees electing the can- 
didates so designated. 
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The trust agreement may also provide the mamier in which 
the trusteed stock is to be voted in matters of general interest, or 
it may forbid the trustees to vote on these matters, or the vote 
may be left to the discretion of the trustees. Whatever the in- 
structions of the trust agreement, the stock must be voted as a 
unit by the trustees in accordance with these instructions and, 
provided the conditions of the trust be proper, the courts will en- 
force compliance. 

The voting trust plan is effective in maintaining a specified 
control and is sometimes very desirable. An objection to it is 
found in the fact that the stock held in the voting trust is actually 
assigned to the trustees "in trust" and therefore cannot be sold 
or transferred in the usual way. To obviate this difficulty, so far 
as may be, negotiable trustees' receipts or certificates are usually 
issued to represent the trusteed stock, and these, when sold, 
transfer the equitable ownership of the stock. At the termination 
of the voting trust the holders of the trustees' receipts exchange 
them for the stock they represent. 

As the stock in a voting trust is actually issued to the trustees 
they are authorized to collect and receive any dividends and 
profits accruing on such stock, but must pay over the same in due 
proportion to the equitable owners of the trusteed stock. Often 
the trustees, for purposes of convenience, instruct the corporation 
to pay the dividends direct to the holders of the trust certificates. 

Classification of Stock 

In those states where the laws permit the classification of 
stock with special rights to the various classes, minority represen- 
tation on the board may be secured by this method even more 
satisfactorily than by the voting trust. 

To illustrate, in a state permitting classification of stock, as- 
sume that the stock of a new company is to be divided between 
the two interests, $60,000 to the investors, and $40,000 to the 
original owners of the enterprise. The control here naturally rests 
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with the investors, but the owners of the enterprise stipulate 
that they are to have specified representation on the board, and 
this is to be secured by classification of the stock. To effect this 
the stock is divided into two classes, preferably by the insertion 
of a provision to that effect in the charter of the corporation. The 
$40,000 of stock to belong to the owners of the enterprise is classed 
under some convenient designation, say, "Class A," and is given 
the absolute right to elect a certain number of directors — two, 
perhaps, if the board consists of five members. The $60,000 face 
value of stock to belong to the investors is then classed under the 
designation "Class B," and is given power to elect the number of 
directors necessary to complete the board. 

As will be readily seen, the same plan is equally effective in 
securing board representation for the various interests in a com- 
pany, regardless of the amount of stock held by each. For in- 
stance, assume the stock of the new company is to be divided 
equally between the investors and the owners, but the investors 
are to be given control while the owners are to have a stated repre- 
sentation on the board — say two directors out of five. The classi- 
fication is the same as in the foregoing example but both of the 
parties would hold an equal amount of stock and share equally in 
the profits of the corporate business. At all elections, however, 
the owners' stock would elect but two members of the board, 
while the investors' stock elected three. This gives the control to 
the investors, but also gives the required representation on the 
board to the former owners of the enterprise. 

Equal Control by Means of Classified Stock 

When, as is sometimes the case, equality of control is desired 
by the various interests in an enterprise to be incorporated, it is 
easily arranged by a proper classification of stock. If the board is 
composed of an even number, and there are two classes of stock, 
each may be given the power to elect an equal number of direc- 
tors; if the board is composed of an odd number, as is usual, each 
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class may be given power to elect an equal number, as before, 
and the one odd member must then be elected in such other way 
as may be agreed upon. 

For instance, if the board were composed of five members and 
there were two classes of stock, each class might be given power 
to elect two directors and the entire voting stock be given power 
to elect the fifth. This plan would provide positively for four of 
the directors, and if, because of a tie between the two interests, 
the fifth director should fail of election, the matter would if, as is 
usually the case, the board is empowered to fill vacancies, be left 
to the board itself. If the board is not able to agree on a fifth 
member, it must act with four members. At the first election, 
however, when a spirit of friendly co-operation usually prevails, 
the fifth director could in most cases be elected without difficulty. 
If, then, the by-laws provide, as they usually do, that a director 
once elected holds his office until the election of his successor, the 
fifth director in case of a tie at any subsequent election, holds 
over and the board is then complete, though but four new mem- 
bers were elected. 

The general arrangement of classified stock is an exceedingly 
convenient and practical one, where permitted by the laws of the 
particular state, and may be varied to meet almost any desired 
conditions of management. It is obvious that two or more inter- 
ests may be protected, so far as representation on the board is 
concerned, by the proper classification of stock. 

Cumulative Voting 

Board representation for the minority, always greatly to be 
desired, may, as already stated, be secured without fail by either 
a voting trust or the classification of stock. The same result can 
be obtained with equal certainty and even greater simplicity by 
means of cumulative voting — ^provided the minority holds a 
reasonable proportion of the voting stock. 

Under the ordinary system of voting, every share of stock 
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casts one vote for each director to be elected. If five directors are 
to be elected, every share may cast one vote for each of five candi- 
dates, and this is the only way its full vote can be cast. Therefore 
the parties holding a majority of the shares of a corporation can 
outvote the minority and thus elect every member of the board of 
directors. This is true even though the minority holdings are 
large. For instance, if the majority had $50, 100 and the minority 
$49,900 face value of voting stock, the vote of this latter stock 
would be absolutely unavaihng. Though the minority interests 
are practically as large as those of the majority, they cotild not 
elect a single director and would therefore have no representation 
on the board. 

Under the system of cumulative voting each share of stock 
has one vote for each director to be elected, as before, but the 
manner in which these votes are to be cast is unrestricted. They 
may, if desired, be cast as in ordinary voting, one for each candi- 
date up to the full number of directors to be elected, or they may 
all be cast for a single candidate, or they may be divided among 
the candidates in any way desired. Under this arrangement a 
minority holding voting stock to the par value of $49,000 out of a 
total capitalization of $ioo,coo, or even a much less amount, 
could, if voting as a unit, always elect one or more members of 
the board. 

For instance, suppose the board is to consist of five members 
and the investors hold $51,000 face value of stock — shares $100 
each — and the owners of the enterprise hold stock to the face 
value of $49,000. Each share of the stock is then entitled to five 
votes at elections of directors. The owners have 490 shares and, 
therefore, 2,450 votes at their disposal. The other parties have 
the remaining 510 shares with 2,550 votes. Under the ordinary 
system of voting the larger holding would, as stated before, in- 
fallibly elect the whole board. Under the cumulative system, 
however, the minority holders — being able to "cumulate" their 
votes as they see fit — may put two candidates in nomination and 
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divide their entire vote between these two, giving each 1,225 votes. 
There is then no possible way in which the other parties could so 
divide their 2,550 votes as to defeat the minority candidates. 
They could give three candidates 850 votes each and elect these 
three, but they could do no more. If they divided their 2,550 
votes as equally as may be among four candidates, each would 
receive 637 votes, or if among five, each would receive 510 votes, 
which in any case is less than the munber received by the oppos- 
ing candidates. As a matter of practice the owner and his asso- 
ciates are absolutely sure of electing their two candidates so long 
as they act together. 

Cumulative voting is allowed by almost every state in the 
Union. 

Specified Majorities 

Minority interests may also secure board representation and 
be efl&ciently protected in some other matters by means of charter 
provisions requiring certain specified majorities for important 
actions of the stockholders, these majorities to be so large as to 
require minority participation before they can be attained. For 
instance, it might be provided that the affirmative vote of two- 
thirds of the voting stock shall be necessary for the election of 
directors. In such case, if the minority owned $40,000 out of a 
total capitalization of $100,000 no director could be elected with- 
out the concurrence of this minority, and so long as the minority 
himg together the directors elected must be agreed upon by both 
majority and minority^ — in other words, no director not approved 
by the minority could be elected. Similar hmitations might re- 
quire a specified majority of the total voting stock for the 
amendment of the by-laws or any other action to be taken by 
the stockholders. 

Unless prevented by statutory enactments, such arrangements 
are possible in all those states where special charter provisions 
are allowed, and elsewhere may be secured by proper by-law 
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provision. If such by-laws are adopted at the organization of the 
corporation, and stock is sold specifically on the strength of the 
security so afforded, these by-laws become in effect a contract 
between the stockholders and the corporation and cannot be 
repealed, or be materially modified thereafter, save with the con- 
sent of all those who have so purchased stock. 

In the incipiency of the organization the minority interests 
should be able to secure any reasonable provisions of this kind 
that may seem to them desirable. The majorities required by the 
special provisions for the designated actions should, as stated, 
be large enough to necessitate the concurrence of the minority 
stock before they can be secured. Then under these special pro- 
visions it is within the minority's power to maintain the status 
quo in the matters affeicted so long as necessary — their assent 
must be obtained before action can be taken. 

Specified Majorities for Boeird Actions 

The same plan of specified majorities may be applied to action 
of the board. When corporations are wrecked, it is usually 
brought about by unwise or xmwarranted expenditures. If, then, 
the power of the board to expend the corporate funds is so re- 
stricted by suitable charter or by-law provisions as to prevent 
such expenditures until authorized by a specified majority of the 
directors, a considerable measure of protection is secured. If the 
board can neither increase salaries nor make any expenditures 
above a certain sum, nor incur indebtedness in excess of a specified 
dlnount, except by such a majority vote in the board as necessi- 
tates the concurrence of the minority representatives, the wreck- 
ing of the corporation by intent would be impossible. 

Circumstances must decide when such restrictions on the 
free action of the board are advisable. If the board is restricted 
too severely the conditions may react and injure the business of 
the corporation. Such restrictions are not usually needed when a 
fair-minded board is in control. 
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Stock Not FuU Paid 

It must be borne in mind in all the various modifications of the 
corporate arrangements that any stock with a par value that is 
not full paid— either technically or actually — subjects the party 
who receives it from the corporation to a liability for the unpaid 
balance so long as he holds such stock. ^ This unpaid balance may 
be claimed by the corporation, unless barred by a waiver of such 
claim, or by any creditor of the corporation. Usually this Ua- 
bnity does not follow the stock into other hands if it is purchased 
with the understanding that it is full paid. 

This hability sometimes arises in connection with "bonus" 
stock, or stock issued for future payments in specified ways. 
For instance, a corporation is formed and stock is issued to some 
party desirable as a director in order to secure him as a member 
of the board. Or perhaps some expert salesman or experienced 
manager, in addition to his salary, is given a block of stock as 
a bonus, or with the agreement that it shall be paid for out of 
dividends. In any such case, should the company become insol- 
vent before the bonus stock has become in some way actually 
full paid, a very unwelcome and perhaps disastrous liability may 
be thrust upon the recipients of the stock. 

The proper use of shares of no specified par value eliminates 
all danger of liability from unpaid stock, no matter what price is 
paid for shares. For this reason it should be used in all incorpora- 
tions where the amounts are large and payment of stock is to be 
made with property of indeterminate or inadequate value. Also, 
generally, no-par- value shares should be adopted whenever stock 
is issued or used in such way that the unpaid possibihties of par- 
value stock might result in loss or disaster. 



3 See Chapter XXIII, "The Corporate System," for a fuller discussion of stock not full 
paid. 



CHAPTER XXXV 

SPECIAL ADAPTATIONS OF CORPORATE MECHANISM 
—PROTECTION OF AN INVENTOR 

The Inventor's Problems 

A specific case that comes up so frequently as to merit special 
consideration is that of the inventor who desires to finance or 
exploit his invention under the corporate form, but fears that in 
the process he may be "frozen out" or in some other way de- 
frauded of the profits he should enjoy. In practice his fears are 
frequently realized. In some instances this is due to the inven- 
tor's credulity, avarice, or lack of business experience, which leads 
him to entertain impossible propositions intended only to defraud 
him or the public, or both of them. In many cases it is caused 
entirely by the ignorance of the inventor himself as to the methods 
by which it is possible to safeguard and protect the interest he 
has reserved in the undertaking. 

In this connection it may well be noted that promoters in 
launching corporations have quite as often lost money through the 
unreasonable exactions, the mechanical failures, and the lack of 
business judgment of inventors, as the inventors have by the 
financial misdeeds of promoters. Since the exploiting corporation 
must be made safe and attractive to investors as well as to inven- 
tors, this condition must be kept in mind. 

It is usually assumed that the men with money can protect 
themselves. This is generally true, and if the corporation as or- 
ganized does not afford the proper protection, the intelhgent in- 
vestor will either keep out entirely or insist on a reorganization. 
The investor usually has a very clear conception of the features 
that must be brought in to make the organization acceptable to 
him. The inventor should, on his side, be able to judge of the 
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justness of the investor's claims and also know what he must 
insist upon for the proper protection of his own interests. 

A condition which often afifects the organization of exploiting 
corporations is the fact that the inventor has fallen into the hands 
of professional promoters, who are much more concerned about 
promotion profits than they are about the protection of inventor 
or investor, or the future welfare of the undertaking. Under such 
conditions the inventor's interests are hardly worth protecting. 
Usually an enormously overcapitalized corporation appears, the 
confiding small investor is induced to put in as much money as 
the promoter's persuasions can compass, this money is promptly 
absorbed by commissions, general expenses, and perhaps some 
experimental work, and, after a brief and futile existence, the 
corporation is lost to sight. 

Also, generally speaking, an unperfected or unpatented inven- 
tion is not a proper or sufficient basis for an exploiting corporation. 
At this stage it may be entirely suitable for private enterprise, but 
to incorporate on such an unsubstantial basis and offer stock for 
general investment, comes dangerously near to being a fraud 
upon the public. 

The present chapter discusses some of the more usual and 
effective methods of protecting the interests of inventors when a 
corporation is formed to bring under one control both the inven- 
tion and the money for its development and exploitation. The 
same methods are, of course, applicable in meeting similar situa- 
tions in any incorporation regardless of its purpose. 

The Close Corporation 

An inventor may have originated a new mechanism. Needing 
money to patent his invention and to construct a model, he per- 
suades a friend to advance the few hundred dollars required on 
condition that this friend be given a half-interest in the invention. 
It is then necessary to form either a partnership or a corporation. 
The two may "jog along" for a time in an informal sort of part- 
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nership, but such an arrangement is objectionable and sooner or 
later they are likely to decide upon a corporation. 

As discussed in a preceding chapter, ' the amount of capitaliza- 
tion fixed upon is usually immaterial for such a corporation. To 
avoid the expense incident to a large capitalization, such as state 
and attorneys' fees, taxes, etc., the interested parties would prob- 
ably agree on some small capitalization, say, $i,ooo, and the cor- 
poration be formed with this amoimt of common stock. The 
inventor assigns his invention to the corporation, agrees to trans- 
fer his patents to it when secured, and receives stock to the face 
value of $500. His friend pays in the needed money up to what- 
ever limits may have been agreed upon, and in return receives the 
other half of the capital stock. 

The corporation is now composed of but two members, or 
stockholders, each holding one-half of the stock. If the law— 
as is the case in most states of the Union — requires three directors, 
some friend, relative, or perhaps the wife of one of the parties, is 
invited to act as the third director. The inventor and his friend 
are probably the only persons elected to official positions, the one 
as president and the other as secretary and treasurer. The little 
corporation is then distinctively a close corporation. It can be 
managed with as scant formahty as a partnership, and will run 
along easily until the necessary patents are secured, a model con- 
structed, and the enterprise brought to a position where larger 
financing is required for its development. 

Capitalization for Exploitation 

In some cases where a smaU amoimt of capital is sufficient for 
the exploitation of a patent, the organization is never carried 
beyond the first small corporation which a£fords every needed 
facility for the business development of the patented mechanism. 
Usually a larger organization is desirable after the initial stages 
have been passed. Two courses are then open. The capital 



' Chapter XXV, "Conditions Affecting Capitalization.' 
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stock of the small corporation may be increased, or an entirely 
new corporation be organized. As a rule the formation of a new 
organization is the simpler plan and is the one preferred. Then 
the value of the invention, and, based upon this, the best capi- 
talization of the company — which before was a matter of in- 
difference — -becomes a question of much importance. The manner 
in which it would usually be determined is discussed in a preceding 
chapter. "^ 

The inventor and his friend estimate the amount of money 
necessary for the development of the invention at $25,000. The 
capitalization of the new corporation must then be large enough 
to permit of an attractive offer for this money, and $100,000 might 
be decided upon as a suitable figure. Presumably this stock is all 
common stock and then the question arises as to how much must 
be given for the money. Can the inventor and his friend retain 
control, and if not how are their interests to be protected? 

Full Payment of Stock 

It may be noted in passing that the laws requiring full pay- 
ment of all issued stock would, in the case of the company under 
discussion, meet nominal compliance through the very elastic 
value of the patents. Twenty-five thousand dollars of the stock 
might be properly issued full paid to the parties investing, in 
exchange for the equal amount of cash received from them. 
Seventy-five thousand dollars of stock would then be issued to the 
inventor in the same desirable condition in payment for the pat- 
ents. Of this latter stock such amounts as had been agreed upon 
would be turned over by the inventor to the treasury of the new 
company, and to the men putting in the money, thereby making 
up their full quota, the remaining stock being retained by the 
inventor and his friend. 

If a larger capitalization were decided upon it would as before 
— ^regardless of its amoimt — be full paid by the same conveniently 



" Chapter XXV, " Conditions Affecting Capitalization." 
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adjustable value of the patents. Only the event can prove the 
real adequacy or inadequacy of such full payment of stock. Un- 
less so out of reason as to be obviously absurd, it meets the re- 
quirements of the law. 

Stock Control 

If the inventor and his friend are in a position to retain a 
majority of the voting stock of the corporation in their own hands 
or under their immediate control, they have the most efl&cient 
possible corporate protection. Through their power to elect a 
majority of the directors, they then have the entire management 
of the company and the enterprise in their own hands, and if their 
interests suffer it will be because of mismanagement and not 
because of any manipulation of the corporate mechanism pre- 
judicial to their interests. 

Directors elected under such circumstances usually and natur- 
ally include the parties in control and their associates, employees, 
or friends. It is to be noted, however, that there is no legal way 
in which these friendly directors can be bound to carry out the 
wishes of the parties electing them. As members of the board 
they represent all the stockholders. Their power is a delegated 
power and must be exercised by them alone, and for the best 
interests, in their judgment, of the stockholders. This being so, 
a director cannot give a valid proxy nor can his vote be controlled 
by contract or agreement. Verbal pledges may be exacted but 
caimot be enforced. It therefore behooves the parties in control 
to elect only directors in whom they can repose entire confidence. 
If they do make a mistake and one or more of their directors rebel, 
possibly throwing the majority of the board against them, the 
parties who hold a majority of the stock but no longer control the 
board can usually do nothing but submit until the following 
annual election, when they may replace the unruly directors with 
others more amenable to their wishes. Because of this difl&culty 
in controlling directors a small board is desirable where one party 
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or a few parties voting a majority of the stock wish to retain con- 
trol of the board. 

Equality of Control 

Rarely, however, is the inventor in a position to retain con- 
trol. If not, the next best thing is an equality of control, and with 
this in view the inventor might perhaps offer $50,000 face value of 
stock out of his $100,000 corporation for the needed $25,000 of 
cash, retaining the balance for himself and friend. 

If this proposition goes through, the two interests are equal 
and the management of the company must be agreed upon be- 
tween them. Neither party can elect a majority of the board 
and the odd director — the third, or fifth, or seventh, depending 
upon the number composing the board — must be someone upon 
whom both parties can unite. In the "era of good feeling" which 
usually prevails at the time a company is organized there is no 
difl&culty in electing a board satisfactory to all parties. Then if 
directors once elected retain their positions until their successors 
are elected as is usual, in case of later disagreement this board — 
or at least the member upon whom both parties united at the first 
election — ^holds over indefinitely. Under any such conditions the 
inventor's interests should be safe. 

Maintaining an Equality of Control 

If $50,000 in stock is offered for the required money, the inven- 
tor's friend might be so favorably impressed with the possibilities 
of the undertaking that instead of allowing the appeal to be made 
to outsiders he will himself provide the $25,000 cash required and 
demand in return the $50,000 face value of common stock offered 
the investor. Then entirely new conditions arise. Should the 
friend be given the $50,000 of voting stock for his money, he 
would with his one-half of the stock retained by the inventor, 
own $75,000 of the total stock, or three-fourths of the whole 
company, and would control it by an overwhelming majority. 
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Such an arrangement would probably be objectionable to the 
inventor. He might be willing for his friend to be equal with 
him in the management, or perhaps even consent to his control, 
but would not relish so great a preponderance. 

Such an emergency might be met by changing the character 
of the investor's stock so that an issue of $50,000 of non-voting 
preferred stock is given for the money. This stock might partici- 
pate in profits on some basis after payment of its 8 per cent pre- 
ferred dividend — or such other per cent as might have been 
agreed upon — or it might be strictly limited to its preferential 
dividend. In this latter case the friend, now also the investor, 
would receive annual dividends of 8 per cent on his $50,000 of 
preferred stock — which is equivalent to 16 per cent on the $25,000 
actually invested — before either he or the inventor received any- 
thing on their common stock. Thereafter he and the inventor 
would, as equal holders of the common stock, participate on an 
even footing in the remaining profits. Both would be equal in 
voting power and therefore the equality of management would be 
maintained. 

Possibly, however, the inventor's friend would insist on the 
full $50,000 of common stock for his money- — a much better 
arrangement for him, if the enterprise proves good — and if the 
inventor had already agreed to grant these terms to strangers he 
could hardly refuse his friend. At the same time the inventor 
might very properly demand equal voice in the management. 
This could, as .suggested later in the chapter, be secured either by 
means of the voting trust or by a classification of stock. 

It is more than probable that the capitalization of $100,000 
of common stock, of which $50,000 is offered to the investors for 
$25,000 of cash, would not appeal to the men with money. An 
increase of stock to both the inventor and his friend and to the 
capitalists, as discussed in a preceding chapter, ^ might then meet 
the emergency. This would change the amount of stock held by 

3 Chapter XXX, "Capitalization Based on Profit Probabilities,'^ 
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each, but as the proportion is still the same does not affect the 
control. 

A Preferred Stock Proposition 

If the capitalists were not satisfied with the proposition made 
them they might perhaps suggest that the smaller capitalization 
of $100,000 be retained, but that of the $50,000 of stock to be 
given them, $25,000 be made an 8 per cent cumulative preferred 
stock payable out of assets in case of liquidation of the company 
before anything is received by the common stock. 

Such a demand would not be at aU unreasonable. The pre- 
ferred stock, it is true, would receive its 8 per cent dividend out 
of profits before either the stock of the inventor and his friend or 
the common stock of the investors received anything, and would 
also have preference in case the company was a failure and had 
to be liquidated. If, however, the owners of the enterprise felt 
sure of the merits and success of their invention, they could 
hardly object to this. The enterprise, if successful, should not 
only pay dividends of 8 per cent or more on all its stock, but 
should accumulate additional assets sufficient in case of liquida- 
tion to redeem both the preferred and the common stock at full 
face value and leave a goodly balance of assets. The inventor 
and his friend would,, therefore, probably view the proposition 
with favor. 

Preferred Stock Conditions 

In considering the issue of preferred stock, three questions 
would come up : 

1. Should the preferred stock participate in dividends 

beyond its 8 per cent? 

2. Should it have the right to vote? 

3. Should it be redeemable at a certain time, or at the option 

of the company, at par, or at some figure in excess of 
par? 
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The investors would probably, and not unreasonably, insist 
upon the first two points. Whether they were conceded would be 
purely a matter of business policy and trading abihty. As the 
investors would not really have a full half-interest in the entire 
enterprise unless their stock did have these two rights, the inven- 
tor and his friend would probably yield in both matters. If so, 
the investors' stock, both common and preferred, would vote, 
and their preferred stock — after it had received its 8 per cent 
dividend and the common stock of the company had received a 
like amount — would participate in any further dividends declared 
that year, just as would the common stock. It is to be noted that 
in many states, unless expressly provided otherwise — usually in 
the charter of the company — the preferred stock would as a 
matter of course have all these rights. 

As to the third point, the investors would probably object 
absolutely, as the retirement of the preferred stock on any basis 
would leave them with far less than the stipulated half-interest, 
and, since the preferred stock could not be redeemed unless the 
company were successful, at a time when the demonstrated value 
of the invention should have made the real value of their partici- 
pating preferred stock far beyond any redemption price ordinarily 
paid. 

Occasionally the investors will stipulate that the full $50,000 
of stock offered them be issued as a participating preferred stock 
with the voting right. Such a demand ordinarily would not be 
objectionable. The preferred stock in that case should be given 
no special rights of any kind beyond its preference as to dividends. 
It then differs from common stock only in the fact that its pref- 
erential dividend is paid before the common stock receives any- 
thing. If, however, the invention is profitable, the earnings 
should pay far more than an 8 per cent dividend on all the stock, 
and in such event the mere fact that the preferred stock has a 
right to the first "helping" would be a matter of entire indiffer- 
ence. If the invention is not good enough to do this, the inventor 
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and his friend ought to be even more willing to allow the investors 
the advantage of the preference, as the failure is presumably then 
on the inventor's side. 

Preferred Stock with a Bonus of Common Stock 

Sometimes, however, the investors will demand preferred 
stock to the amount of $50,000 for their $25,000 of money, and in 
addition an equal amomit of common stock. If accepted it would 
necessitate a capitalization of $150,000 if the inventor and his 
friends are to have their $50,000 of common stock. Usually the 
investor's offer would contemplate a non-participating, non- voting 
preferred stock, but even then the conditions are harsh. The 
arrangement would mean that the investors, in case the enter- 
prise is successful, receive through their preferred stock — ^if its 
preferential dividend is 8 per cent — an annual return of 16 per 
cent on the $25,000 cash actually invested by them so long as the 
preferred stock is outstanding, and that when it is liquidated they 
receive back twice the amoimt of money actually invested. In 
addition to all this, through their common stock they participate 
in any additional profits or distribution of the corporate assets on 
exactly the same terms as the inventor and his friend. Obviously 
the proposition is unreasonable. 

If the investors demand $25,000 of a non-voting, non-partici- 
pating preferred stock, or perhaps this amount in bonds to repre- 
sent and secure the actual money they invest, and in addition 
$50,000 of common stock as a bonus, the inventor and his friend 
retaining an equal amount of common stock, the terms are severe, 
but perhaps not so much so as to justify a refusal. Then the 
whole transaction is very much in the nature of a loan of the 
money to the enterprise coupled with a common stock bonus as a 
reward for making it. On this loan, represented by the preferred 
stock or bonds, the investors receive dividends or interest and 
finally their money back. Their common stock represents a bonus 
for making the loan, and if the enterprise is a good one, the 
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amount is excessive. Possibly the investors would agree to a 
smaller proportion of common stock, though this is not probable 
unless some arrangement were made to give them the control, as 
they would wish a sufficient amount of voting stock. fully to 
protect their interests. 

Preferred Stock vs. Bonds 

The inventor, watchful of the protection of his interests, 
should remember that in any arrangement of this kind — which 
may be modified in many ways — an issue of preferred stock is 
greatly to be preferred to a bond issue. If the dividends are 
passed on preferred stock, payment cannot be forced to the injury 
of the company. If the stock is not cumulative, the unpaid divi- 
dend does not have to be paid at all; if cumulative, the dividends 
merely pass over until such time as there are sufficient profits 
from which they may be safely and conveniently paid. 

The interest on bonds, on the other hand, is an absolute fixed 
charge which must be paid when due, usually under penalty of 
foreclosure. The preferred stock may receive its dividends if 
sufficient profits are made; the bonds must receive their interest 
regardless of the financial condition of the company. The bonds 
may possibly endanger the very existence of the enterprise; pre- 
ferred stock cannot. Because of these conditions the issue of 
bonds is to be avoided so far as possible in any new and improved 
enterprise. 

Methods of Maintaining Company Control 

The inventor will, if he can, maintain an equality of control, 
at least, in the new company. This is, however, rarely possible. 
Almost invariably the investors will demand control of the com- 
pany. They may perhaps be satisfied with half of the profits, 
but they want control. As they are presumably business men of 
some achievement and their money is at stake, the demand may 
be entirely reasonable. If the point is conceded, the question at 
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once arises as to how this control is to be given them, or — as the 
only way a corporation can be controlled is through its board of 
directors — ^how, without giving them more, or materially more, 
than a half-interest in the company profits, the control of the 
board may be placed in their hands. At the same time the in- 
terests of the inventor must receive reasonable protection. 

Any one of the following plans will give the men with money 
the election of at least a majority of the directors and to this 
extent invest the control of the company in their hands without 
cutting down the inventor's interests below, or more than i per 
cent below, a half-interest. At the same time, in each case the 
method is suggested by which the invep.tor may be assured of 
representation on the board of directors. The importance of this 
was discussed in the preceding chapter. The term "inventor" 
as here and hereafter used designates both the inventor and his 
friend — ^in other words, the minority interest. 

1. Of the voting stock, 51 per cent is given to the investors, 
the inventor retaining the remainder of the stock. This is the 
plan most commonly followed. The investors then have a little 
more than half the stock of the company, the inventor a little 
less. The investors having a majority of the stock would, under 
ordinary conditions, elect the entire board of directors and 
through this board and the officers elected by the board, control 
the company. The inventor should have some representation on 
the board, and this, as suggested in the preceding chapter, may 
be secured by cumulative voting, classification of stock, or a 
voting trust. 

2. The stock is divided equally between the investor and the 
inventor, but a portion of the inventor's stock is deprived of the 
voting power. In some states, however, the plan cannot be 
followed as the the laws do not permit the alienation of the voting 
right from common stock. Where it can be used the inventor 
inay secure representation on the board by some one of the 
methods suggested in the preceding paragraph. 
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3. A portion of the inventor's stock is issued as non- voting, 
participating, preferred stock. The laws do not prohibit the 
issuance of preferred stock without the voting right; hence the 
inventor may be deprived of the voting power in part by means 
of preferred stock when it would not be possible with common 
stock. If this plan is adopted, perhaps $10,000 of the inventor's 
stock might be preferred stock and $40,000, as before, be common 
stock with the voting right. Again the inventor's representation 
on the board must be secured by cumulative voting, classification 
of stock, or the voting trust. 

4. The stock is divided equally between the two interests, 
but a board of directors acceptable to the investors and to the 
inventor is selected and this arrangement is maintained by means 
of a voting trust. This very effective arrangement is discussed 
in the preceding chapter, and assures due representation on the 
board both to investor and inventor. 

5. The stock is again divided equally between the two in- 
terests, but the stock is so classified that the majority of the 
directors are elected by the investor's stock. This plan is also 
effective and is discussed in the preceding chapter. The classi- 
fication would naturally provide for the proper representation of 
the inventor on the board. 

Assignment of Patent to Trustee 

A corporation will almost surely be formed — unless it already 
exists — in connection with the financing of any invention where 
the amounts involved are material. It does not follow, however, 
that the inventor must hold a stock interest in this corporation. 
Instead he may sell his invention outright for cash or bonds; he 
may assign his patent to the new corporation on a royalty basis; 
or he may make a conditional assignment. Some of these methods 
are discussed in the following pages. 

When the inventor's patent is taken over under some royalty 
arrangement, or even when he holds a stock interest, if this does 
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not control, he may occasionally protect himself advantageously 
by a conditional assignment of his patent to a trustee. This 
assignment is made for a term of years, the corporation being 
given the right to manufacture under the patent in the mean- 
time. The condition of the assignment is that at the expiration 
of that period the patents shall be assigned to the corporation and 
become its property in case it has a specified paid-in capital, or 
is not in debt, or has paid certain royalties or dividends, or has 
accomplished some other specified results; but otherwise they are 
to be reassigned to the inventor. 

The foregoing plan may be so modified to meet varying con- 
ditions as to be a perfect protection of the inventor's interests. 
It is, however, usually objectionable from the standpoint of the 
corporation. This is especially true if it is organized to handle 
the inventor's patent, as the method gives it as its principal asset 
nothing but a limited or conditional right to the patent, and it is 
therefore in poor condition either to sell stock or obtain credit. 
No one would wish to invest money in, or extend credit to a cor- 
poration which will have valuable patents if it complies with 
certain conditions, but otherwise will have nothing. 

Reservation of Royalties 

Probably the safest arrangement for the inventor to make 
with the corporation that handles his patents is the reservation 
of a royalty, with a prescribed minimum aimual production or 
utilization, or its equivalent, a fixed minimum annual payment. 
When the patent rights are assigned with this condition incor- 
porated in the assignment, and this assignment is properly re- 
corded with the Commissioner of Patents, the royalty follows 
the patent, that is, if the patent is assigned again, the new holder 
becomes liable for the specified royalties and must be governed 
by the general conditions of the original assignment. 

It is, of course, always possible under this arrangement for 
the corporation which takes over the patents, or its assigns or 



432 SPECIAL CORPORATE ADJUSTMENTS 

successors, merely to operate to the annual minimum required 
by the assignment and go no further. This annual minimum 
should therefore — save perhaps for the beginning year or years — 
be .fixed at such an amount as to render any failure to exceed the 
minimum a matter of minor importance. The minimum pay- 
ment might be made to increase from year to year at a specified rate. 

Under this arrangement the inventor cannot interfere with 
the management so long as he receives his royalties, and on the 
other hand it is not possible for other interests to secure the 
patent without the prescribed royalty obligation to the inventor. 
This latter should, as a matter of course, have some contract 
provision for the examination of the records that will show what 
the output, or the utihzation of the patent really is, and the date 
and manner of payment of royalties should be clearly specified. 
The penalty to ensue if royalties are not paid should also be 
specifically provided. In the absence of any specific arrange- 
ment the inventor will have the somewhat inadequate remedy of 
a suit for damages in case his royalty payments fail. It is some- 
times stipulated that in the event of failure to pay the prescribed 
royalties, the control of the business shall pass to the inventor, or 
that the patents shall revert to him. 

When the invention is a very desirable one, or when for any 
other reason the inventor's position is strong, he may be able to 
handle his patent on the basis of a license or licenses, if no ex- 
clusive right is to be given to any one interest. In such case, if he 
arranges for a satisfactory minimum royalty with a forfeiture of 
Ucense in case of failure to pay the prescribed royalty, he is fairly 
well protected. A forfeiture of license is a much simpler matter 
than the reversion of a patent under assignment, and the license 
is therefore preferable from the standpoint of the inventor. 

Contract Provisions 

The inventor may, of course, when a corporation is organized 
to handle his patents, contract with this corporation on any plan 
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or basis he sees fit and may be able to carry through. He may 
provide for fixed or graduated annual payments, for royalties 
based on a prescribed minimum output, as discussed in the pre- 
ceding section, for a percentage of the gross or net returns, for a 
graduated royalty or percentage increasing as sales or business 
increase, for emplo)mient at a fixed annual salary. 

If he organizes the corporation himself, the matter, of course, 
Ues in his discretion, restricted, however, by the necessity for 
making his corporation attractive to investors, by the inexorable 
requirements of business success which will not permit him to 
burden the corporation unduly, and by the practicabihty of pro- 
tecting his contract, whatever it may be. If his contract is un- 
reasonable he will find capital slow to invest, and success for his 
corporation hard to achieve. If his contract is reasonable and 
one that makes for corporate success, it must still be capable of 
enforcement. Whether this is done by corporate control, repre- 
sentation on the board, restrictions on the corporate operation, 
restricted or conditional assignments, supervision of the corporate 
business, or by other means, is for the inventor and his attorneys 
to decide. The particular circumstances of each case will usually 
indicate the proper course to pursue. 

Shares Without Par Value 

In the illustrations of the present chapter, capital stock of a 
fixed amount expressed in dollars with its shares of a specified 
par value has been uniformly employed. In any one of the cases 
cited a capital stock expressed in shares of no specified par value 
might equally well be employed. 

While shares of no par value will meet the requirements of any 
business corporation, they find their most advantageous employ- 
ment in the speculative corporation where questions as to the real 
fuU payment of stock might otherwise arise, in the corporation 
where tangible values are to be represented by preferred stock 
and the intangible values or future values by common stock, in 
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the corporation where values are so impossible of determination 
at the time of incorporation that a capitalization on the basis of 
money value would be meaningless and might be misleading, in 
the corporation where dividends expressed as a percentage of a 
par value stock might attract attention either by their large or 
their small size, and, generally, in other similar cases where shares 
with specified money value are inaccurate, mischievous, or might 
involve disastrous hability. 
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